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Tax Directives 
and the Rule of Law 


EORGE CANNING once said: 
“Away with this cant of government 
by laws and not by men! As if it is 
the reins and not the horses which draw 
the carriage!’ Great Parliamentarian 
that he was, Canning certainly did not 
mean that we should replace our laws 
with an autocracy of the elite answerable 
to no-one, for laws we must have if we 
are to live together in community. Ad- 
mittedly, however, laws are mere scrib- 
blings until they are put into effect, and 
it is then that men must be called in to 
administer them. But it is not to be 
forgotten that it is the law and only the 
law which they are to administer, and 
(under our free system) not the admin- 
istrators who are the law. In this coun- 
try that issue was settled once for all just 
one hundred years ago; in the mother 
country it was settled a century and a 
half before that. 


These observations may seem unduly 
weighty for the occasion which produced 
them, though we think not. On October 
20th the Ministers of Finance and Na- 
tional Revenue issued a joint statement 
announcing the cancellation of a directive 
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issued by the Taxation Division on Sep- 
tember 9 which cancelled a prior direc- 
tive of October 1, 1947, which itself 
cancelled a then existing departmental 
ruling to the effect that the rental value 
of a manse occupied rent-free by an or- 
dained clergyman should be included in 
the computation of his income for taxa- 
tion purposes. 

This sequence of cancellations of ad- 
ministrative rulings is not an edifying 
picture. As an illustration of govern- 
ment by men and not by laws it adds the 
exclamation point to the successful out- 
come of the great constitutional struggle 
for responsible government. 

We do not suppose for a minute that 
any Canadian Government or Cabinet 
Minister or senior official has any pre- 
dilection opposed to the rule of law. Un- 
fortunately, however, the situation as de- 
scribed has developed, and developed 
inevitably because of the lack of ade- 
quate provision in the income tax law 
for recourse to the Courts for construc- 
tion of its provisions. Until the amend- 
ment of 1946 establishing an inexpensive 
mode of appeal to a Tax Appeal Board 
(still un-appointed, we hasten to add), 
the expense and delays incident to an ap- 
peal from an income tax assessment were 
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so burdensome as to confine appeals to 
issues involving large sums of money. 
The vast majority of taxpayers had their 
recourse only to the officers of the Na- 
tional Revenue Department, the self-same 
persons who assessed the tax. In effect 
this is a violation of the most fundamen- 
tal principle of justice, namely, that a 
party to a dispute cannot be judge in his 
own cause. 

In this matter of the chargeability to 
tax of a clergyman’s rent-free manse, the 
legal issues involved would seem to be 
simple enough. There are decisions by the 
English Court of Appeal (Reed v. Cat- 
termole (1937) 21 T.C. 35) and the 
Scottish Court of Session (Commission- 
ers of Inland Revenue v. Leckie (1940) 
23 T.C. 471), which have held that the 
occupation of a rent-free manse by a 
clergyman as an obligation imposed on 
him by the terms of his appointment is 
not an emolument of office but a condi- 


tion of his employment. The Canadian 
Act does not seem to be essentially dif- 
ferent from the British Act on this 


matter. However that may be, surely 
this is the very type of question which 
the Courts are established to pass upon; 
and under the Canadian law such has 
been the limitation upon recourse to the 
Courts that we are faced now with the 
not pretty spectacle of a series of ad- 
ministrative pronouncements each cancel- 
ling the one before. 

With the establishment of a new Tax 
Court, to which access will be both easy 
and inexpensive, the rule of law in tax 
matters should soon be re-established on 
the high pedestal which is its proper seat 
in this country. There need then be no 
special directives dealing with such mat- 
ters as the assessability of clergymen’s 
rent-free manses or with the expenses of 
members of the medical and dental pro- 
fessions in attending any one of certain 
specified Conventions. Under the form- 
er system of minimum recourse to the 
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Courts the Department has willy-nilly had 
to express its view on a thousand and 
one aspects of the statute which it is re- 
quired to enforce. That it should err 
this way or that is inevitable under the 
circumstances, and the sooner that situ- 
ation is terminated the better for every- 
one concerned. "Tis a consummation de- 
voutly to be wished, by the tax officials 
no less than by others. 


Travelling Scholarships 


URTHER to our recent note on ex- 

changes of students between prac- 
tising firms in Canada, we have been 
most interested to learn from The Ac- 
countants’ Journal, the publication of the 
New Zealand Society of Accountants, that 
the Society has decided to award travel- 
ling scholarships to suitable members 
who wish to gain experience overseas. 
These scholarships will be of a value of 
£200 per annum and will be tenable for 
two years. Unless specially exempted, 
each scholarship holder, on completion 
of two years’ residence abroad, shall be 
required to return to New Zealand and 
remain there for at least three years. The 
Society will furnish each scholarship 
holder with letters of introduction to suit- 
able accountancy bodies overseas in order 
to help him in his efforts to obtain suit- 
able experience. 


The Replacement Problem 


. Committee on Accounting Pro- 
cedure of the American Institute of 
Accountants has, since December, 1947, 
when it issued its Bulletin No. 33 on 
the subject of “Depreciation and High 
Costs”, given intensive study to the prob- 
lem of the accounting treatment of de- 
preciation of plant and equipment under 
conditions of a changing purchasing 
power of currency. In Bulletin No. 33, 
as has been reported here before, it recog- 
nized that management must take into 
consideration the probability that plant 











and machinery will have to be replaced 
at costs much greater than those of the 
facilities now in use. It also agreed that 
it is entirely proper for management to 
make annual appropriations of net in- 
come or surplus in contemplation of re- 
placement of such facilities at higher 
price levels. But when it came to the 
proposition that the problem be met by 
increasing depreciation charges against 
current income, the committee felt that 
this would not be a satisfactory solution 
at the present time and that, before rad- 
ical changes in accepted accounting pro- 
cedure be undertaken because of higher 
price levels, we should defer decision un- 
til a stable price level would make it 
practicable for business as a whole to 
make the change at the same time. 


Since the issue of that Bulletin, there 
has been a great deal of useful public 
discussion of the problem. We have pub- 
lished some views and we hope to publish 
more, as the controversy will be with us 
for some time yet. It is interesting to 
report therefore that the Committee has 
recently written to members of the Amer- 
ican Institute of Accountants stating that 
after further study, which has involved 
the consideration of hundreds of opinions 
expressed by businessmen, bankers, econ- 
omists, labour leaders and others as well 
as the views of the members, seventeen 
of its twenty-one members agree that the 
opinions previously expressed should be 
reafirmed. It again recognizes that the 
immediate problem can and should be 
met by financial management and it gives 
support to the use of supplementary fin- 
ancial schedules, explanations or foot- 
notes in addition to common forms of 
financial statements in order that the 
problem of management may be under- 
stood. 

With this in mind, it is also of in- 
terest that much of the discussion in the 
United Kingdom on this subject stresses 
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the plea that the immediate cure is to 
reduce corporation income taxation by 
the granting by legislation of special al- 
lowances for depreciation. Many cor- 
poration reports suggest this remedy, and 
one is left with the feeling that the prob- 
lem arises solely because of high taxa- 
tion. In other words, one gathers from 
a review of the British corporation re- 
ports that there would be no problem if 
there were no income tax. This is, of 
course, an unfair inference but it comes 
from a reading of the available material. 


In the United States, the problem is 
being threshed out solely on the basis of 
a changing dollar and the real problem 
is brought to the fore in a very much 
better way. But a major point of the 
difficulty is to convince the stockholders, 
employees and the general public that a 
corporation must be able to retain out of 
profits, amounts sufficient to replace pro- 
ductive facilities at current prices if it is 
to stay in business. To blame it on the 
income tax dog appears to be a more ex- 
pedient solution than to recast generally 
accepted accounting principles with the 
probability that everybody will become 
confused. 


The problem is that enterprise must re- 
tain sufficient earnings to permit replace- 
ment of its productive facilities at any 
price level which may be current at the 
time replacement is needed. Despite what 
has been said frequently, we do not be- 
lieve that selling prices are set by an- 
alyses or budgets on an accounting level. 
Neither do we believe that rates of divi- 
dend are set having in mind reported 
financial results only. We do not think 
our legislators will be very happy if the 
effect of changing accounting practices 
is to reduce collections from taxation or 
change the taxation code of administra- 
tion. 


All in all, we agree with the American 
Institute Committee. When the price 
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level stabilizes, and it must do so if we 
are to enjoy any peace or security in this 
world, it may be quite necessary to make 
an overall adjustment on a once-and-for- 
all basis. That is quite a different thing 
from the proposed revaluations of assets 
and liabilities on a continuing basis. 
After all, inflation is a disease caused 
by humans. It must be cured by the co- 
operation, compulsion or common sense 
of humans. Tinkering with a currency 
system or with an accounting system will 
not of itself stop an inflationary spiral. 
That can only be stopped the hard way 
even though the end result of inflation 
is always the destruction or less of the 
capital of many, both corporations and 
individuals. ‘The loss is, of course, the 


waste production thrown into war. That 
is a capital loss, there can be no question 
about that. When this loss is ascertained, 
realized and accepted, then we shall come 
back to a normal operation of a slowly 


rising standard of living with a conse- 
quent slowly falling value of currency. 
To the extent that standards of living 
rise at a rate in excess of the rate of 
decline of currency, we make the world 
a better place to live in. These rates, 
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however, must be slow rates and their 
movement during the life of useful plant 
and equipment as manufactured and im- 
proved under modern conditions would 
not be great enough to require account- 
ing adjustments beyond our present con- 
cept of depreciation computed on the 
basis of original cost. 

On the practical side of the discussion, 
we wonder how much of the difficulty 
corporations now face results from invest- 
ment of available funds in expansion. 
How many now find that what they 
should have done was to raise new cap- 
ital for the expansion and hold their 
earnings accumulations for replacements? 
We should like to see statistics along 
these lines. For example, have the plants 
sold by various War Assets administra- 
tions been purchased for expansion or 
replacement purposes? Has the new ma- 
chinery which has been flooding into Can- 
ada been for expansion or replacement 
purposes? We suspect that this would 
be a most interesting study and one 
answer may well be that the problem is 
much accentuated by imprudent financial 
management. 
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Introduction 
IHE PROBLEM OF income determina- 
tion is one which is receiving a great 

deal of attention from accountants at the 
present time. This interest is reflected 
in the professional accounting journals 
by the number of published articles deal- 
ing with topics in this field. Such ar- 
ticles as that by our distinguished visitor 
from the United States, Mr. George D. 
Bailey,’ entitled ‘The Increasing Signific- 
ance of the Income Statement’’ published 
in the January issue of The Journal of 
Accountancy and that by Mr. George O. 
May on “Postulates of Income Account- 
ing” in the August issue of the same 
Journal are splendid contributions to ac- 
counting literature and will do much to 
assist professional accountants to select 
standards of accounting procedure in in- 
come determination acceptable to the pro- 
fession as a whole. 


1George D. Bailey, C.P.A., President, 
American Institute of Accountants. 


2Clem L. King, B.Com., C.A., Director 
of Research, Dominion Association of 
Chartered Accountants. 


Daniel Borth, Ph.D., C.P.A., “Adjust- 


The Income Statement 


By Dean Joseph H. Thompson, 8. Acc., F.CA 


An analysis of the Canadian approach to 
various aspects of the problem of income cetermination. 





Address delivered at the 46th Annual Meeting of the Canadian Association of 


(Dean of College of 
Commerce, University of Saskatchewan) 





In this present discussion of the topic 
I shall make reference to the two articles 
mentioned and to other articles by writers 
to whom I am greatly indebted.? 


Increasing Importance of Income 
Statement 


As Mr. Bailey points out, the trend 
in accounting over the years has been the 
increasing importance of the income 
statement. It is more than a shift in 
emphasis from the balance sheet to the 
income statement. It is more than a 
recognition that the income account is 
more revealing of the corporation's finan- 
cial affairs than is the balance sheet. The 
fact is that year by year more informa- 
tion is being demanded from the income 
statements of corporations by all segments 
of the social structure. If we as account- 
ants are to maintain our position in so- 


ment of Prior Year’s Income” “The Jour- 
nal of Accountancy”, June 1948 pp. 470 
474. 

Virgil S. Tilley, C.P.A., “The Income 
Statement and its Significance in Finan- 
cial Reporting” “The Accounting Review” 
July 1948. 
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ciety as the impartial interpreters of fin- 
ancial accounts and our reputation for 
integrity and ethical practices, we must 
recognize our social responsibility. Ac- 
counting is not static — it is a dynamic 
art, and being dynamic it is necessary for 
us to carefully examine our procedures in 
the light of changing conditions. 


Legal Requirements of Statement 
of Profit and Loss 


In Canada we have ‘not gone as far 
with our published research as have our 
American friends. It is fortunate that 
we have such a well informed and pro- 
gressive professional society whose ideals 
and objectives are so closely related to 
our own. Their published literature is 
of great value to us. The situation, how- 
ever, with respect to published reports 
is very different in the two countries. 
The S.E.C. has greatly influenced the 
form and content of American reports, 
requiring a great deal more information 
to be filed and published than is required 
in Canada. The only legal requirement 
with respect to Annual Reports so far as 
I am aware is that our companies comply 
with the provisions of the enabling Act 
under which the company received its 
charter, which, in the majority of cases 
is the Dominion Companies Act.* Sec- 
tion 113 of that Act, with which you are 
all familiar, sets out the requirements of 
the profit and loss account. In this con- 
nection the Committee on Accounting 
and Auditing Research made the follow- 
ing pronouncement in its Bulletin No. 1 
“A Statement of Standards of Disclosure 
in Annual Financial Statements of Manu- 
facturing and Mercantile Companies’’.* 


8The Dominion Companies Act, 1934, 
King’s Printer, Ottawa. 

4Bulletin No. 1, Committee on Account- 
ing and Auditing Research, Dominion As- 
sociation of Chartered Accountants. To- 
ronto. p. 7. 
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STATEMENT OF PROFIT AND LOSS 


A summary of the information 
which should be set out in the annual 
profit and loss statement follows: 

Profit from operations — In many 
cases it is desirable that there should 
also be shown the total of sales or 
gross income from which the profit 
from operations is derived. 


Provision for depreciation, obsoles- 
cence and depletion — If desired, this 
information may be shown parenthe- 
tically or as a footnote to the state- 
ment. 


Interest expense — If of significant 
amount, interest on funded debt, amor- 
tization of debt discount or premium 
and expense, and other interest ex- 
pense should be shown separately. 

Income from Investments — The 
amount applicable to securities of non- 
consolidated subsidiaries or affiliates 
should be shown separately. 


Miscellaneous deductions from or ad- 
ditions to profits — If significant, prof- 
its and losses on sales of securities 
or capital assets and non-recurring 
profits and losses should be shown 
separately. 


Taxes on income. 
Profit or loss for the period. 


It may be of interest, at this time, to 
recall that in the ‘Review of the Domin- 
ion Companies Act, 1934” the Associa- 
tion’s Post-War Planning Committee ex- 
pressed the following opinion with 
respect to Section 113. 


“In our opinion it is desirable to re- 
write the whole of the section in such 
a way as to provide that statements of 
profit and loss, of both public and 
private companies, shall be drawn up 
so as to distinguish at least the fol- 
lowing classes of income and expen- 
ses: 


(a) the operating profit before in- 
cluding or providing for other 
items of income and expenditure 
which are required to be shown sep- 
arately; 











(b) income from investments in 
subsidiary companies; 

(c) income from other invest- 
ments; 

(d) non-recurring profits and losses 
of significant amount including 
profits and losses of a special na- 
ture; 

(e) provision for depreciation and/ 
or obsolescence and/or depletion; 
(f) amounts written of for good- 
will or amortization of any other 
intangible assets; 

(g) interest on funded or other in- 
debtedness not maturing within one 
year; 

(h) total remuneration paid to di- 
rectors inclusive of all salaries, 
fees, percentages or other emolu- 
ments; 

(i) contribution to pension plans; 
(j) provision for taxes on income 
imposed by any taxing authority, 


and the net profit or loss for the fin- 
ancial period. 

“We further recommend that the in- 
formation required with respect to di- 
rectors’ fees and invested income may 
be shown by way of a footnote if de- 
sired, and where depreciation, obsoles- 
cence and depletion are charged 
against manufacturing or operating 
costs by the company in its accounts, 
the amount of such depreciation, obsol- 
escence and depletion may also be 
shown as a note to the statement of 
profit and loss instead of being an in- 
tegral part thereof. 

“We believe that the above recom- 
mendations should apply in the case of 
each subsidiary as well as to the par- 
ent company and should the accounts 
be consolidated, the amounts in re- 
spect of each of the above items should 
be reported in total in the consolidated 
accounts. In Section IV of this report 
we set forth our recommendations re- 
garding the reporting of the remuner- 
ation of directors of public companies 
and such should be read in conjunc- 
tion with the foregoing remarks. 
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“One important recommendation of 
the Cohen Committee5 in respect to 
the profit and loss account is that 
there be added to the Act a provision 
that ‘Profit and Loss account or in- 
come and expenditure account shall 
give a true and fair indication of the 
earnings or income of the period cov- 
ered by the accounts and shall disclose 
any material respects in which it in- 
cludes extraneous or non-recurring 
transactions or transactions of an ex- 
ceptional nature. It shall further be 
provided that if in any such period a 
material change is made in the basis 
on which the account or any item 
therein is calculated, attention shall 
be called to the change, and to the 
effect thereof by way of a note on the 
account’,’’6 
Our Committee agreed with the de- 

sirability of including such a general 

provision in our Canadian law and 
recommended that such be incorporated 

in the revised section 113. 

It will be observed that the only ma- 
terial differences between the Bulletin 
and the Post-War Planning Committee's 
proposal is that the Bulletin makes refer- 
ence to the desirability of showing the 
total of sales or gross income from which 
the profit from operations is derived and 
the Bulletin omits (f) “‘amounts written 
off for goodwill or amortization of any 
other intangible assets’. 

It will also be observed that in Section 
113 the statement required to be submit- 
ted at the annual meeting is the state- 
ment of income and expenditure and 
that net operating profit shall be shown 
separately before certain deductions, end- 
ing with the balance showing net profit 
or loss for the period. 


5Committee of Board of Trade which 
made recommendations with respect to 
revision of English Companies Act. 

6Review of the Dominion Companies 
Act 1934. The Post-War Planning Com- 
mittee, Dominion Association of Charter- 
ed Accountants, Toronto pp. 21, 22. 








234 


For the purposes of this discussion I 
have made an examination of ninety 
published Canadian annual reports. I 
have also compared these reports with 
those issued by American companies. 
One is amazed by the lack of information 
contained in published Canadian profit 
and loss accounts when compared with 
those issued by American companies. The 
majority of Canadian companies do not 
go any further in the dissemination of in- 
formation than the minimum legal re- 
quirements. This is understandable be- 
cause the psychological reaction to an 
Act of Parliament is, this is what the Act 
requires—this is what we must do! The 
objectives in the reporting of business in- 
come should be to present useful infor- 
mation which will enable interested 


parties to make intelligent decisions. To 
quote Mr. Bailey, “The income statement 
must be as sharp a presentation of cor- 
porate income for the year as it is pos- 


sible to make it’’.? 

Our Bulletin No. 1 emphasizes the 
necessity of presenting useful information 
to shareholders, prospective investors and 
other interested parties, and emphasises 
the service which a Chartered Accountant 
may render in exercising his social and 
professional responsibility. 


Service of Chartered Accountants 


“One of the greatest services which 
a chartered accountant renders is the 
judgment which he brings to bear in 
examining a financial statement to see 
whether it does provide adequate in- 
formation. If, in his opinion, a bal- 
ance sheet, while conforming to the 
requirements of the Companies Act, 
still does not present fairly the finan- 
cial position of the Company, he will 
urge that further information be given 


tGeorge D. Bailey, “The Increasing 
Significance of the Income Statement”, 
The Journal of Accountancy, New York, 
January 1948 pp. 10-19. 
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or he will report to the shareholders 
on its shortcomings”.8 

These remarks could equally well apply 

to the profit and loss statement. 
The following quotation is particularly 

applicable to present conditions: 

“Neither directors or auditors can 

properly regard legal requirements as 
setting the measure of their obligation 
to shareholders; it is incumbent on all 
parties interested to work continuous- 
ly to improve standards, and by pre- 
cept and example, to endeavour to se 
cure a reasonable degree of publicity 
in corporate accounts,”® 


Examination of Ninety Canadian 
Published Reports 

I suggested a few moments ago that I 
had examined a number of published 
Canadian reports. May I make a few 
remarks with respect to these reports with 
the object of focussing attention upon 
those points which you may consider 
worthy of further discussion. 


Terminology 

Canadians prefer the title statement of 
profit and loss, or profit and loss account 
to statement of income and expenditure. 
Sixty-eight of the statements examined 
carried a “Profit and Loss’ title, while 
twenty-two carried ‘Income and Expendi- 
ture” or some similar title. Of the com- 
panies examined, sixty-nine showed the 
“Net Profit or Income for the Year’ at 
some stage in the account, not always as 
an end figure and not always having the 
same meaning. Other terms used were 
“Balance transferred to earned surplus”, 
“Income transferred to Distributable Sur- 
plus” or some such designation. 

Twenty-two companies presented some 
form of combined profit and loss and 


8Bulletin No. 1, Committee on Account- 
ing and Auditing Research, op cit. 

*George O. May, “Twenty-five Years of 
Accounting Responsibility” (New York, 
Price, Waterman & Co. 1946). 











surplus statement and nine presented a 
comparative statement which added con- 
siderably to the value of the report. 


Form and Content 

The majority of companies presented 
some adaptation of the “add and deduct 
step” form of statement following very 
closely the requirements of the Act as 
shown hereunder, but there was no in- 

dication of uniformity of presentation. 
Profit from operations before 
taking into account the items 
GROWS OTOW iii Rinccdliiesticcivesonies 
Add: Interest on investments 
Profit arising from sales of 


$x, xxx,:00c 
XX, XXX 


investments, plant etc..... x, Xxx 

$x, xxx.00% 

Deduct: Provision for depreciation — xxx,xxx 
Company's contribution to 
employees’ retirement in- 

CONG? PIBR oicecicenisncsce xX, 900K 
Directors’ fees ..........:cccccsees x, XxX, 
Lege! O06 catcsnccsiccn X, xXx 
Remuneration to executive 

IID sccibescindiccucsvenmiionns XXX, 20K 
Debenture interest .............. XX, XXX 

$ xxx, xxx 
Net profit for the year before pro- 
viding for taxes on income .... $x,xxx,xxx 


Deduct: Provision for Dominion 
and Provincial taxes on income x,xxx,xxx 


Net profit for the year ...............+. $x, xxx,.00¢ 


One of the less informative statements 
read as follows: 
Profit from Canadian Operations 

before providing for the under- 


BOTSE CWATEOR — ccseiceccrssrecsccsesses $x,:00x, 200° 
Less: Debenture interest $ xxx,.xx 
Depreciation ...... 200K, 200K 
Provision for taxes 
on income ........ X, XXX, KKK 
X, XK, XK 
Net profit for the year ................ $x, 200%, 200 
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The following items were incurred 
during the year: 

Fees and remuneration to direc- 

tors exclusive of those hold- 


ing salaried employment .... $ — xx,x0cx 
Remuneration to executive of- 

ficers including directors 

holding salaried employment 

WU TO TOO os oss ocd csbcnsectctaee XX, 200K 


‘Eighteen companies showed the sales 
figures and additional information with 
respect to cost of sales etc., in a function- 
al type of statement. 

Much more information was exhibited 
in these statements which included a 
more satisfactory “break down” of costs 
attaching to the revenues. Utilities, dis- 
tillers, food, mining and oil companies 
were among those giving such informa- 
tion. 


Statistical vs. Financial Reporting 

There seems to be a disinclination on 
the part of Canadian companies to give 
any information as to sales, costs attach- 
ing to sales, employment costs, or admin- 
istrative and distributive charges. This 
is probably understandable in some cases 
where disclosure might give confidential 
and valuable information to competitors. 
What is not so easy to perceive is the 
kind of thinking that will permit the 
most fragmentary information to be ex- 
hibited in the published profit and loss 
account and give essential information as 
to sales, costs of materials, etc., employ- 
ment costs, etc., by way of statistical data, 
through which any intelligent person, by 
converting the statistical data, could ar- 
rive at a reasonable approximation of the 
actual figures. 

The supplying of this supplementary 
information is done for the purpose of 
stimulating good public and employee re- 
lations, In the majority of cases it is 
most useful and valuable information, 
accurately charted and most attractively 
presented. If this can be done for em- 
ployee relations, which I grant is- one of 








236 The Canadian Chartered Acccountant, November 1948 


the most important considerations of 
management, surely it can be done in the 
cause of more informative financial re- 
porting. One is inclined to speculate 
that there must be a lack of co-ordination 
between the financial group and the pub- 
lic relations group in large industrial 
organizations. One example of this is of 
a large company which reported a net 
profit for the year carried to earned sur- 
plus $20,000,000 and which, on the 
published profit and loss statement, was 
reported in four or five lines — Operating 
income less depreciation, other income, 
other dividends, provision for taxes — Net 
profit; whereas, the public relations group 
gave in another section of the same report 
the Sales, cost of raw materials, cost of 
manufacturing, freight, cost of distribut- 
ing and selling, taxes paid, total cost, 
operating profit. If such information may 
be given out by one group surely it can 
be published for the information of those 
who are interested in the interpretation 
of financial reports. 


Legal Requirements of Section 113 

The legal requirement of section 113 
of the Companies Act is, in my opinion, 
partly responsible for the development 
of this kind of financial reporting. Fur- 
thermore, the provision that, “the said 
statement of income and expenditure 
shall show separately net operating profit 
before depreciation and depletion, inter- 
est on funded indebtedness, etc.,2° tends 
towards a trustful acceptance of the 
theory of the “ranking of costs” and 
lends encouragement to those who are 
inclined to treat costs as recoverable 
through revenues in some sort of prefer- 
ential order. In the majority of statements 
which I have examined the statement of 
profit and loss commences with an item 
“Profit from operations before providing 
for the undernoted items $ xxx.” This 
is followed by a progressive series of ad- 


10The Dominion Companies Act, op. cit. 


ditions and deductions showing intermed- 
iate gradations of profit given different 
appellations until the final figure is 
reached. At this point there is a con- 
siderable degree of agreement — Cana- 
dians like the term ‘“‘net profit for year” 
and in this way are in agreement with 
Mr. George O. May, who has expressed 
on various occasions the view that the 
term “profit” with its converse ‘“‘loss” 
was preferable to “income” but he says 
“usage is against him”. 

In order to avoid “additions and de- 
ductions” some companies have grouped 
together all of the revenue items and all 
of the deductions, subtracting one sub- 
total from the other, leaving a balance 
“Net profit before provision for Income 
Taxes”. 


In other cases where the “step — add 
and deduct” type of statement was used, 
no attempt was made to indicate what 
certain sub-totals were intended to repre- 
sent and in other cases even the “end” 
figure was left anonymous and obscure. 

It is known to practising Chartered Ac- 
countants, and to their clients, that pub- 
lished statements of profit and loss are, 
in most cases, condensations of the audi- 
tors’ presentations. Unfortunately, these 
published statements of profit and loss 
are put into the hands of those whom Mr. 
Bailey has designated ‘Non-insiders”, 
therefore such statements should be de- 
signed so as to serve a useful and valu- 
able purpose to this group as well as to 
the “insiders” who are “in the know”. 

Professor Paton in his timely article 
“The Accountant and Private Enterprise” 
made some remarks with reference to the 
type of statement under discussion which 
might be worth repeating at this point. 

“The longstanding practice of strik- 
ing a balance in the income statement 
labelled ‘gross profit’ after deducting 
the so-called ‘merchandise cost’ or 

‘manufacturing cost’ is a _ glaring 

example of unsound and misleading 
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arrangement of data. I have been 
pointing out the questionable charac- 
ter of such presentations for thirty 
years and am glad to see recently 
some trend toward the abandonment 
of this practice in corporate reports to 
stockholders. In the nature of the 
case, no income or profit to the busi- 
ness can emerge until all charges 
have been deducted. There is no ob- 
jection to classifying and detailing 
costs in the income statement, but 
seriatim deduction from revenue, and 
prominent display of several ‘profit’ 
figures, is not based on valid rela- 
tionships and is definitely misleading. 
This practice has undoubtedly aided 
and abetted propagandists interested 
in picturing corporate profits as much 
larger than they really are. It is high 
time that accountants put their house 
in order at this point.’’11 
Having by this time raised a hornet’s 
nest around my academic ears, let me 
proceed to a discussion of some of the 
theoretical aspects of income determina- 
tion and of the profit and loss statement. 


A discussion of this subject at this 
time is appropriate, particularly so since 
the issuance of Bulletin No. 32 by the 
American Institute of Accountants.’* It 
is our good fortune to have with us Mr. 
Bailey, the Chairman of the American 
Institute’s Committee on Reseach — he 
is the expert and the philosopher in this 
field. 

At this point I am reminded of a 
theological student who thought he had 
been given a “tip-off” about the exam- 
inations through which he gave a great 
deal of study to the minor and the major 
prophets. On the day of the examina- 
tion, on receiving the paper, he was 


11William A. Paton, Ph.D., C.P.A., “The 
Accountant and Private Enterprise” The 
Journal of Accountancy, January 1948, 
pp. 44-58. 

12Accounting Research Bulletins, Com- 
mittee on Accounting Procedure, Amer- 
ican Institute of Accountants, New York. 
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greatly disturbed to read the leading 
question, which asked for a critical dis- 
cussion of the philosophy and life of St. 
Paul. Taken aback, my theological friend 
wrote—"Far be it from me to criticize 
the philosophy of so great a man as St. 
Paul; but the major and the minor proph- 
ets are as follows’! 

Accountants are greatly indebted to 
Mr. Bailey for his article ‘The Increasing 
Significance of the Income Statement” 
which analyses the New Research Bulle- 
tin “Income and Earned Surplus”, along 
with Bulletins 23 to 31 to show the un- 
derlying trend towards narrowing areas 
of permissible practice in presentation of 
income.1* 

The publication of this Bulletin has 
been responsible for the appearance of 
several splendid articles on income deter- 
mination, some upholding and others dis- 
agreeing with the recommendations con- 
tained in the Bulletin. 


Problem of Income Determination 


The problem of income determination 
is one which greatly concerns Chartered 
Accountants. There is little argument 
about the determination of the profit or 
loss over the lifetime of the enterprise; 
the difficulty arises when we begin to 
divide the stream of revenues and costs 
into “accounting” periods such as the 
“quarter” or the “‘year” for the purpose 
of determining “periodic” income. This 
determination of income involves com- 
plex accounting procedures and the ap- 
plication of well established principles of 
accounting, I am using principle in the 
sense of “a hypothesis so adequately 
tested by observation and/or experiment 
that it may be intelligently put forward 
as a guide to action, or as a means of 
understanding.” 


13ibid ; — op. cit., 7. 
14Leonard D. White et al. Frontiers of 
Public Administration. (Chicago Uni- 
versity Press 1936) p. 21. 
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There are two approaches to the prob- 
lem of income measurement: 

(a) The “balance sheet approach” which 
involves evaluation of residual 
values of the specialized assets which 
are to be carried forward, or, as Pro- 
fessor Smails puts it in his excellent 
new edition of Accounting Princi- 
ples and Practice: 

“Annual income is measured as the 
excess of the value of all assets (Net 
of liabilities) owned by the business at 
the end of the year, over the value of 
all assets (Net of liabilities) owned at 
the beginning of the year, making al- 
lowance for any assets which the 
owner may have withdrawn or intro- 
duced during the year.”15 

(b) The “Income approach” which at- 
tempts to match the appropriate 
costs against revenues. By this 
method of approach the expired 
costs are entered in the income state- 
ment and the residual values of the 
assets represent the costs which are 
carried forward in the balance sheet 
to be absorbed in future accounting 
periods. 

The method of approach to income 
determination will condition the re- 
sult and it would be wise for us to 
fully recognize the value of the bal- 
ance sheet as a check or control in 
income accounting. However, the 
matching of costs against relevant 
revenues should lead to the emphasis 
of current costs in the profit and loss 
account and a more accurate division 
of the stream of costs incurred be- 
tween the present and future. 


A “Round Table” on income determin- 
ation is particularly opportune at this 
period of our social and economic history 
when the concept of business income it- 
self is under scrutiny. The general con- 


15R, G. H. Smails, Accounting Prin- 
ciples and Practice, (Toronto, The Ryer- 
son Press, 1948) p. 408. 
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ception of income is one of gain or yield 
and that business income is normally a 
balance that remains after appropriate 
deductions have been made from reven- 
ues to cover what has been given out or 
absorbed. 

George May says, 

“In measuring income so conceived 
there can be no axioms or self evident 
truths, for business income is an in- 
tellectual concept which is not unique, 
but may be, and indeed is given dif- 
ferent meanings at different times, in 
different countries or for different pur- 
poses.”16 
Any concept of income must include 

a unit of measurement, an understanding 
as to the time when income is deemed 
to emerge, a matching of direct and in- 
direct costs against relevant revenues, 
recognition of profits only as they are 
realized, recognition of losses in the per- 
iod of the occurrence or of that in which 
they come to notice, and the concept of 
the indefinitely long life of the concern. 


Adherence to Cost Principle 

The more complex procedures are as- 
sociated with absorbing the cost of service 
life of long-lived assets, the flow of costs 
of raw materials and services into the 
finished product, the estimation of ‘‘Cost 
of goods sold”. 

Many of the accounting problems of 
today stem from the adherence of ac- 
counting to the cost principle and to the 
allocation of costs to periods. These 
difficulties are accentuated and magnified 
by the unprecedented inflationary rise in 
prices and the swelling of the dollar sales 
volume to previously unknown levels. 
This increase in physical volume and in 
prices is reflected in the dollar profits of 
companies and is giving rise to serious 
concern on the part of management and 
business executives. 


16George O. May, “Postulates of Income 


Accounting”, The Journal of Account- 
ancy, August 1948, pp. 107-118. 
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We are limited by the fact that ac- 
counting techniques fail to reflect changes 
in purchasing power. In the income 
statement revenues such as sales and costs, 
wages and other such items are stated in 
terms of current dollars, while items such 
as depreciation, and in some cases mater- 
ials, depending upon inventory policy are 
stated in terms of dollars of a different 
purchasing power. It is the general prac- 
tice to compute charges for exhaustion 
of property on the basis of cost expressed 
in dollars without regard to changes in 
either the general purchasing power of 
the dollar or the current price of similar 
property. 

In a letter headed “Some facts relating 
to Canadian Corporation Profits” dated 
30th July, 1948, the Canadian Manufac- 
turers’ Association quotes the following 
statement from the June, 1948, monthly 
letter of the National City Bank of New 
York. 

“The increase in replacement costs 
over original costs of plant and equip- 
ment creates not only the problem of 
providing the actual funds to finance 
such replacements as they become 
necessary, but also accounting prob- 
lems in the preparation of financial 
statements to reflect this advance. 
Since annual depreciation charges to 
amortize the value of fixed assets over 
their estimated useful life are based 
according to long established and al- 
most universally accepted practice, 
upon original costs, they are in most 
cases at a rate which is far below that 
needed to build or purchase similar as- 
sets today. This inadequacy of depre- 
ciation currently charged against 
earnings causes in a sense another 
Statement of Net income. What hap- 
pens is that the business is selling out 
Piece meal its low cost productive as- 
sets and taking the profit into operat- 
ing income.”17 


17Canadian Manufacturers’ Association; 
“Some facts relating to Canadian Corp- 
orate Profits”, July 30, 1948. Toronto. 
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Anticipatory and Precautionary 
Reserves 


Canadian businessmen are deeply con- 
cerned about the matter, so much con- 
cerned, that they are resorting to the 
practice of the creation of anticipatory 
and precautionary reserves. Such reserves 
are provided as a cushion against the 
shock of a sudden decline in the level of 
prices or for the replacement of plant at 
prices far in excess of the original cost 
of the asset to be replaced, or for other 
purposes generally designated as con- 
tingencies. 

Such reserves are generally created as 
a result of managerial or fiscal policy. 
Unfortunately, however, there are wide 
variations in the methods by which these 
reserves are reflected in the published 
accounts and indicate a disinclination, 
and I quote Earle C. King, “on the part 
of management to accept as realistic 
profits determined in accordance with 
accepted accounting principles which con- 
template adherence to cost and the match- 
ing of expired costs against revenues’’.*§ 


It is noticeable that such reserves are 
as likely to be found in the income state- 
ment appearing before the determination 
of net profit or immediately after the net 
profit figure before transfer of the bal- 
ance of net profit to earned surplus as 
they are to be found in earned surplus. 
This method of treatment tends to ob- 
scure the net income figure and violates 
the basic principle which requires the 
exclusion of appropriations from the de- 
termination of net income. It also opens 
the door to a misstatement of the amount 
of earnings per share and gives credence 
to the belief held by a large and articulate 
group that profits are too high and that 
they are being hidden in this manner. 

18Harle C. King “New Trends in Pub- 


lished Reports” The Canadian Chartered 
Accountant, August 1948. 
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For purposes of this discussion I have the published statements which I have 
selected examples of provisions found in examined. 






PROVISION FOR RESERVE FOR CONTINGENCIES 
1946 
1. Profit from operations for year before providing for depreciation and income 

Saar ee UN III tne opin Sok hics oss scarves eacazeseoscecnsnstieoncnssbscesongseessesoreess $ 5,500,000 
Less: Special provision added to reserve for contingencies ..............c.:000 500,000 








$ 5,000,000 







Deduct: Provision for depreciation .............ssessssessesseseseesseeeseeseeee $ 680,000 
Provision for income and excess profits taxes ................ 2,700,000 





3,380,000 


ns 


Balance of profits for the year carried to Earned Surplus ...................:00- 1,620,000 






1947__ 













2. Deducted before net profit figure shown: 
Transfer to reserve for CONMAGONCIOS «.......5c.0..0csceccecsssecessssessescecscesesesscsescosnoees $ 100,000 


3. Included with deductions before statement of Net Profit figure: 
Provisions for losses on investment in companies engaged in exploration 
activities: 
Subsidiary company (not consolidated) ................cccccscsescesescecssesceesceeeeees $ 1,300,000 


UI INI 88 CS 5 sch baci cuavanesca bobledtstacdcovsavsenasacnarees 3,600,000 
ee NII “NUNN picks caescs cece de eck cca paieces ces cs cnannsnannannisbseceusccnesencisoeseaccssee $ 4,100,000 
Note: Reserve which management feels should prove adequate aggregating 
$7,500,000 including $4,100,000 provided in the year 1947 are car- 
ried against combined investments and advances. 
i aN MDI css ac osu tors gob ots ria d bade ceksnGeuessaisneceoouent drs xoeabeautsscessecspueuseaeeriteetoaiva $63,500,000 
Sa UNI Pai sland scan sancu pps spsoba dabivdcassviesCouesunnca vhesabecakeesuatetsbiboesbeccdutatvonies 1,100,000 


$64,600,000 








NN NIE NII gcse Sones pcb Soc sscnstoonwss tnseedecnv sv ensecovsenssecee $7,600,000 
aN NN Se os ch evan as pup de eilianssveohonsntsereneeesesoteswed tice success 3,000,000 
RN lek coh sities dca vearaes sh seats dasponsncssusosecpsnandebieoostoannt@neatoeres 3,000,000 


13,600,000 


os 


I ce eS ee AU ee se snasesenestoeapust seein $51,000,000 
a TIN Sok os sc onk onsls ns cau oilbunynge panic kuna teluomi ovaad on Cecsmeeeieee 17,500,000 








SS 


ee ROPIIe SMOUINNE ID UNION oon sesso Saves cevsatenccorcetsnsncinctesesnis cnansvacessnctacssessies $33,500,000 


















The American Institute has made a tingencies, or 


series of pronouncements with respect to (b) for a wide variety of indefinite 
precautionary and arbitrary reserves. Bul- possible future re = 
Jetin No. 28—July, 1947, in part states: (c) without any specific purpose 


reasonably related to the opera- 


“The Committee is therefore of the tions for the current period, or 
opinion that general contingency re- (d) in amounts not determined on 
serves, such as those created:— the basis of any reasonable esti- 


(a) for general undetermined con- mate of costs or losses 








146 


0,000 
0,000 


1,000 


~ 


— wa 



















are of such a nature that charges or 
credits relating to such reserves 
should not enter into the determina- 
tion of net income.’29 


In the cases cited provisions for con- 
tingencies were made before determina- 
tion of net income. 

In Accounting Research Bulletin No. 
31 issued by the American Institute Com- 
mittee in October, 1947, the following 
pronouncement was made: 

“The Committee is therefore of the 
opinion that inventory reserves, such 
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to the operations of the current 
period, or 
(c) for the purpose of reducing in- 
ventories other than to a basis 
which is in accordance with 
generally accepted accounting 
principles 
are of such a nature that charges or 
credits relating -to such reserves 
should not enter into the determina- 
tion of net income and that they 
should not be used to relieve the in- 
come account of any year.”20 
The following examples indicate the 


as those created: trend in Canadian practice. In some cases 

(a) for possible future inventory further information would be required to 

losses on inventories not on determine the nature of the provision, 

hand or contracted for, or while in other cases the description of 

(b) without due regard to any the item discloses the arbitrary nature 
specific loss reasonably related of the provision. 


PROVISION FOR INVENTORY RESERVE 


0 REE IE FOE: ORE 5 eects ersicsasr seis sctascesesssees 
Deduct for possible inventory losses ............. 


Consolidated profit carried to Earned Surplus 


Increase in reserve against future decline in 


Total carried to statement of Consolidated surplus .................. $ 1,300,000 


Net profit before providing for inventory reserve .............0000 $ 1,700,000 
Reserve for decline in inventory values ......... 


Prot SOM GPOrations, OTC .............0..c50.c00..0000 
Provision for depreciation ...........:c:ccceeeee 
Interest on debentures ..............:ccccccseeessesseees 


Sesh apebseoebasasisseemes $ 1,500,000 


200,000 





500,000 


$ 1,200,000 





Provided under terms of the Excess Profits Tax Act $98,000 


Additional provision ..........:cccseseceseeeees 


Provision for income and Excess Profits Taxes 





Profit before taxes on income and provision against the con- 
tingency of decline in inventory values ..... 
TONITE DUO OMI oss sas ce istnnaivassctssvsccsnceasucierssa 


iasoeabateaiak sag obaniicvate $6,150,000 


rata ebivatchenconosdoentesced $ 994,000 
bei sepieepncaacen eines $ 113,000 
eashdbesosalpios ieciiuanetest 15,000 
inventory values: 
Sebeatatitanbets 50,000 

148,000 
Naebusacinncdeomleacpnvecteh 382,000 


658,000 


$ 236,000 


$14,150,000 


Provision against contingency of decline in inventory values .... 2,000,000 





Net profit for year after above provision 


op cit. 





8,150,000 


$ 6,000,000 
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Income from operations etc., after charging all expenses in- 
cluding depreciation and providing a reserve against future loss 
in inventory values 

Profit from operations for the year ended 31st December after 
applying $1,000,000 to the reduction of inventory values and 
before deducting undernoted charges 

Balance before Bond interest, depn. and Income and Excess 


$ 9,700,000 


$ 6,500,000 


Profits Taxes 


Deduct: Interest on first mortgage bonds—net 


Provision for depreciation 


Provision for future decline in inventories 
Provision for income and Excess Profits Taxes 


Add: Profit from sale of securities 


Balance transferred to Earned Surplus 


With respect to provision for deprecia- 
tion, Bulletin No. 33 published by the 
American Institute Committee on Ac- 
counting procedure in December, 1947, 
contained the following: 


“It would not increase the useful- 
ness of reported corporate income fig- 
ures if some companies charged de- 
preciation on appraised values while 
others adhered to cost. The Commit- 
tee believes, therefore, that considera- 
tion of radical changes in accepted ac- 
counting procedure should not be un- 
dertaken, at least until a stable price 
level would make it practicable for 
business as a whole to make the 
change at the same time. The Com- 


$25,000,000 
$1,200,000 
4,100,000 
500,000 
9,600,000 

15,400,000 

$ 9,600,000 

230,000 


$ 9,830,000 


mittee disapproves immediate write 
downs of plant cost by charges against 
current income in amounts believed to 
represent excessive or abnormal cost 
occasioned by current price levels.”21 


I have not much to offer by way of 
example of “write downs” of the nature 
of those referred to above as I have not 
been able to make a study of the charges 
for depreciation in relationship to the un- 
expired service life of the assets being 
depreciated. 

The following examples are included 
as an indication that in some cases some- 
thing more than provision for normal 
depreciation is being included in the 
charges. 


ADDITIONAL PROVISION FOR DEPRECIATION 


- Added to earnings immediately preceding net profit figure: 
Net profit on investments sold 
Less: Appropriation to increase depreciation on 
machinery 


$155,000 
buildings and 
100,000 
$55,000 
- Gross profit after providing for manufacturing, delivery, selling and 
administrative expenses including depreciation of $37,000 (Normal, 
accelerated and double). 
No designation given totals in a reducing balance form of statement. 
Immediately after provision for taxes appears an appropriation for 
extensions and improvements $250,000. Then follows the Earned 
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profit for the year. 


The Income Statement 


Surplus Statement implying that the figure just preceding is the Net 





4. "Transfer to reserve for depreciation of amount approved by the 


Board of Directors $250,000." 


It is presumed that this figure includes normal depreciation and a 
further amount set aside by the Board of Directors. 


Relation of Dollar Costs to Current 
Dollar Income 

Two other suggestions have been put 
forward in an attempt to relate dollar 
costs more specifically to current dollar 
income 
(a) A restatement of the costs of capital 

assets in the books in terms of pres- 
ent day costs. 

(b) The use of index numbers to con- 
vert the charges for such items as 
depreciation to terms of present day 
dollars. 

In view of Bulletin No. 33 of the 
American Institute, accountants are not 
likely to give much consideration to the 
appraisal theory until prices taper off to 
what might be considered the New Post- 
War II level. It should be observed 
that the price level has been rising con- 
tinuously and there is no present indica- 
tion of a recession. While the price level 
will not recede to the 1939 level, history 
indicates that it does recede to a some- 
what lower level than the highest peak 
reached during a phenomenal rise after 
a period of war. 

This situation leaves the Chartered Ac- 
countant in a precarious position. Pro- 
fessionally, he does not like appraisals, 
he is still mindful of the fantastic ap- 
prtaisals of the twenties and the equally 
extravagant write-downs of the thirties. 
In the meantime, Bulletin No. 33 of the 
American Institute suggests that where 
there are gross discrepencies between the 
cost and current values of productive 
facilities, the committee believes that it 
is entirely proper for management to 
make annual appropriations of net in- 
come or surplus in contemplation of re- 


placement of such facilities at higher 
price levels. Previously the American 
Institute’s Committee had indicated that 
it was preferable to create such reserves 
through an appropriation of surplus. 

The use of index numbers would com- 
plicate the situation seriously if they were 
applied to residual values in the balance 
sheet, as the index numbers would doubt- 
less change from year to year and would 
make comparison difficult. Application 
of index numbers to the charges for such 
items as are stated in dollars of a differ- 
ent price level from current costs would 
not complicate the situation unduly. It 
would be necessary, of course, to ascer- 
tain the index number applicable to the 
year in which such assets were bought 
and use the index number applicable to 
that year when making the calculations. 
The difference between the calculation 
made on original cost and that made by 
the use of index number would have to 
be shown as a segregation of surplus. I 
see little advantage to be gained from 
the use of this method as the majority 
of accountants could make a reasonably 
accurate estimate of the difference in- 
volved which could be set up as a reser- 
vation of surplus. 

Finally, I should like to make a brief 
reference to Bulletin No. 32 published 
in January of this year by the American 
Institute’s Committee on Accounting Re- 
search.*? 

The publication of this Bulletin has 
been responsible for the expression of a 
difference of opinion with respect to in- 
come reporting between the two major 
American accounting bodies which are 
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interested in the attainment of high 
standards of accounting practice and ac- 
counting education. The American In- 
stitute of Accountants is the professional 
body comparable with our Dominion As- 
sociation and the American Accounting 
Association is composed for the most 
part of professional accountants who 
have academic status. 


This controversy centres around the 
“current operating performance” type of 
income statement recommended by the 
American Institute and the “all inclusive” 
type of statement favored by the Amer- 
ican Association. 


The view of the Institute is that the 
income statement must be as significant 
as possible of the operations of the busi- 
ness for the year, presenting as ‘‘sharp” 
an income figure as possible, whereas the 
Association continues to take the position 
that it is more important to have all items 
reach the surplus account through the in- 
come statement, than to have a “sharp” 
determination of income for the year. 


The institute would omit from the in- 
come statement such items as: 

(a) Material charges or credits specific- 
ally related to operations of prior 
years. 

(b) Material charges or credits resulting 
from unusual sale of assets not ac- 
quired for resale. 

(c) Material losses occasioned by wars, 
riots, earthquakes, catastrophes, etc. 
not a recurrent hazard of the busi- 
ness. 

The write-off of material amount of 
intangibles. 
Write-off of material amounts of un- 
amortized bond discount or premium 
at the time of retirement of or re- 
funding of the debt before maturity. 
Such items it is recommended should 
be shown in Surplus or, if preferable, in 
a second section of the income statement 


after the determination of the net income 
for the year, in which case the final figure 
at the end of the first section should be 
designated ‘“‘Net Income for the year” 
and the final figure of the second section 
called “Balance transferred to Surplus”. 


The “All inclusive group” insist that 
the final figure in the second section 
should be denominated “Net income for 
the year’ which reminds me of the motto 
of a famous Canadian regiment which 
won its spurs on these plains during the 
Riel Rebellion “Hosti Acie Nominati”’. 


Critics of the proposal imply that the 
recommendation will open the way for 
questionable adjustments through surplus 
which will destroy the value of the net 
income figure especially as a measure- 
ment of earnings on invested capital. 

Canadians seem to have taken a dif- 
ferent approach to this question. We 
imply that the income of the period shall 
disclose any material respects in which it 
includes extraneous or non-recurring 
transactions of an exceptional nature, but, 
“canny-like” we do not say in which 
statement they shall appear. My own 
impression is that in the recent past there 
has been a tendency to include as much 
as possible in the income account. How- 
ever, this may not reflect secular trend 
but may be the result of economic con- 
ditions. 

In conclusion let me express the hope 
that you will discuss these matters frank- 
ly. I have not attempted to propose a 
solution to the problem of: 


(a) A meaningful terminology or vo- 
cabulary. 

(b) Form and content. 

(c) Statistical data vs. financial report- 
ing. 

(d) Legal requirements of section 113. 

(e) Adherence to the cost principle. 

(f) Anticipatory and precautionary re- 
serves. 

(g) A realistic net profit figure. 
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O* ALL statements prepared by account- 
ants the balance sheet seems to be 
the least understood. Despite this lack of 
understanding accountants have con- 
tinued to prepare balance sheets in much 
the same form and using much the same 
terms over a period of years. To them 
the fault lay not with the balance sheet 
but with the persons who could not un- 
derstand it. These misunderstandings, 
though, are so universal and have ex- 
tended over such a period of time that 
it seems that at least some of the fault 
must be with the balance sheet. All 
of the people surely can’t be wrong all 
of the time. 


Factors Causing Misunderstanding 
It seems to me that there are three 
main factors which account for most of 
the misunderstanding: 
(1) The title 
(2) The terminology 
(3) The form 
The titles ‘Profit and Loss,” “Appli- 
cation of Funds,” “Statement of Surplus” 
give an idea of what is to follow. The 
title “Balance Sheet” merely indicates 
that we are going to produce a sheet 
which balances. I once heard the re- 
mark, “It balances .. . So what?” If the 
intention is to produce a statement of 
assets and liabilities why not say so? 


What's the Matter With 
Our Balance Sheets? 


Some suggestions for clarifying the balance sheet 
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By N. R. Moran, B. Com., C.A. 


The titles ‘Statement of Assets and Lia- 
bilities’ and “Statement of Financial 
Condition” are both more descriptive 
titles, albeit somewhat clumsier, than 
“Balance Sheet”’. 

A discussion of terminology leads in- 
to a more difficult field but even here 
three words seem to account for the 
greater part of the misunderstanding. 
These are: “reserve, capital, surplus’. 

It also seems that the basic reason 
underlying the misunderstanding of these 
words is the same for all three, namely, 
that they are used in a different manner 
by the accountant than by the rest of 
the world. 


"Reserve" 

In common speech the word “reserve” 
means reserve supply, something extra. 
In accounting terminology it means a 
reduction, either of some specific asset as 
where a “reserve for bad debts’ appears, 
or a reduction of available surplus, as 
where a “reserve for contingencies’ ap- 
pears. To make matters even more con- 
fusing accountants have also used the 
word to mean an estimated liability as 
where “reserve for Income Tax” ap- 
pears. This one word alone has in my 
opinion outranked all others in confus- 
ing readers of balance sheets. How 
could they understand it, when it had 
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three different meanings and appeared 
on both sides of the balance sheet? 

To the layman the word “capital” 
means the total assets employed. That 
is, “capital” is the actual tangible assets. 
The accountant, however, uses the word 
to mean the proprietorship equity in as- 
sets. If this seems like a minor differ- 
ence, consider that it shifts “capital” 
from one side of the balance sheet to the 
other. 


"Surplus" 

As to the word “surplus” the differ- 
ence between common and accounting 
meaning is not so marked. The chief 
point of difference here is that persons 
other than accountants think of “sur- 
plus” as “cash surplus”. Then when 
several types of “surplus” like “earned 
surplus”, “distributable surplus”, and 
“capital surplus”, appear, the reader is 
unable to determine what the account- 
ant means because he has enough infor- 
mation to show him that the accountant 
is not using the word the way he would 
use it but not enough information to tell 
him just how it is being used. 

If the words “reserve”, “capital”, and 
“surplus” were dropped altogether from 
published statements it would clear away 
the biggest of the stumbling blocks re- 
lating to terminology. These are all 
very useful words to the accountant in 
communicating his thoughts to other ac- 
countants and I do not suggest that they 
be abolished from his vocabulary, but I 
do suggest that they not be used in com- 
municating to the public. 


Suggested Substitutions 


For the word “reserve” the word “‘pro- 
vision” is even now coming into more 
general use where the reserve represents 
an actual provision as for bad debts or 


depreciation. The term “estimated lia- 
bility” is self-explanatory. The words 
“earnings reserved for’ could be used 
where the reserve is one created by a 
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Mr. Moran is a graduate in 
Commerce of the University of 
Alberta (1930) and a member 
of the Alberta Institute of 
Chartered Accountants (1936). 
Forced to give up the practice 
of accountancy because of eye 
trouble, Mr. Moran is now de- 
voting the few hours per day 
which his eyes allow to writing. 
One of his objects is to increase 
the the public understanding of 
what the accountant performs 
and what financial statements 
are all about. 


charge to surplus and constitutes merely 
a setting aside of otherwise free surplus. 

For the word “capital” the heading 
“shareholders’ Equity” followed by the 
sub-headings “Shares” and ‘Profits Re- 
invested” should clarify the picture. In 
the case of an unincorporated enterprise 
the term “Proprietorship” or ‘Partners’ 
Equities” might be used. 

For the word “surplus” the more ex- 
planatory term “profits reinvested” could 
be substituted. This would get away 
from any idea of the surplus being in 
cash as the word “reinvested” carries 
the opposite implication, i.e. that the cash 
surplus has been invested in something 
and is no longer in the form of cash. 

I realize that all of these suggested 
terms designating “‘capital’” and “‘sur- 
plus” are clumsier than the terms cur- 
rently in use. However, the miscon- 
ceptions concerning these two words are 
so firmly rooted that I believe it is easier 
to find new terms than to explain the 
old. As understanding increased we 
might later be able to return to the or- 
iginal terms. 

I think the second place in the race 
for top honors in the Department of 
Confusion, first place having been al- 
ready awarded to the word “reserve”, is 
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the form in which the balance sheet is 
presented. The chief difficulty of course 
is that the proprietorship equity appears 
on the liabilities side. In my experience, 
this is a puzzler to exactly one hundred 
per cent of the untrained readers. Clarity 
has been sacrificed to the mechanics of 
making the balance sheet balance. 


Could we not kill two birds with one 
stone by calling it a “Statement of Assets 
and Liabilities?” First, the reader knows 
what he is looking at, and second, we 
have freed ourselves from the necessity 
of making the sheet balance. Now the 
figures can be set out in the more logical 
order of listing the assets, deducting the 
liabilities, and ending up with the pro- 
prietorship. 


Where a public accountant in his ca- 
pacity as statutory auditor prepares a 
balance sheet (yes I know that technic- 
ally it is the directors’ balance sheet and 
he merely audits it but you know who, 
in ninety-nine cases out of a hundred, 
actually prepares it) he is preparing it 
not for management who theoretically 
can read balance sheets, but for the 
shareholders. It should be his first con- 
sideration to give them something they 
can understand, regardless of accounting 
conventions as to either terminology or 
form. 


Understanding Balance Sheets 


I believe that part of the trouble lay- 
men have in understanding balance sheets 
is due to the fact that the statement 
of profit and loss and the balance sheet 
are looked upon as two separate and 
entirely independent statements. Further, 
there is nothing on either statement to 
show where the profit has gone, except 
the statement of surplus, which traces 
it into the surplus account. This merely 
adds to the confusion by bringing up 
another question, “Where is the Sur- 
plus?” There is nothing on the state- 
ments to answer that question either so 
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it is not surprising that most people get 
stalled at about that point in the reason- 
ing. 

It seems to me that it would make 
the picture a little clearer if a statement 
of application of funds were presented as 
part of the regular set of statements. It 
ties up with the statement of profit and 
loss by showing “Funds provided by 
profits,” and it traces all funds into the 
asset side of the balance sheet. That is, 
in the tie-up of the balance sheet with 
the statement of profit and loss the profit 
is followed into the surplus account, 
which is merely a book account, an ab- 
straction, where is it? But in the tie up 
of the statement of application of funds 
with the statement of profit and loss and 
the balance sheet, the profits are traced 
to their ultimate resting place of increas- 
ing an asset or diminishing a liability or 
being drawn out. If the preparation of 
a statement of application of funds will 
increase the public understanding of ac- 
counts it is a step worth the effort. It 
is not a difficult nor time-consuming 
statement to prepare. 

Besides its value as a clarifying state- 
ment it is a very useful statement in it- 
self. The next question after “How 
much did I make?” is invariably “Where 
did it go?” 

I honestly believe that one reason why 
more clients have not insisted in past 
years on this statement being prepared 
for them is that they were not aware 
that the auditor could prepare it! 

I rather like the way one accountant 
prepares a statement of application of 
funds. Instead of showing, say, “In- 
crease in Fixed Assets” then “Increase 
in Working Capital” (including cash on 
hand) he shows “Increase in Fixed As- 
sets” then “Increase in Working Capi- 
tal” (exclusive of cash on hand) and 
shows the increase or decrease in cash as 
the last figure on the statement. This 
distorts the working capital increase or 
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decrease but nevertheless ties up the 
statement of application of funds with 
the funds. The client now has a state- 
ment which ties in with the statement of 
profit and loss “Funds provided by pro- 
fits” and which also ties in with the 
opening and closing cash balances, 
“Funds provided by decrease of cash on 
hand” or “Funds applied to increase 
cash on hand”. 







The Late Leon Hurtubise 


The Institute of Chartered Accountants 
of Quebec announces with deep regret 
the death of Léon Hurtubise in his 
seventy-first year. 


Mr. Hurtubise was a former member 
of the Corporation of Public Accountants 
of the Province of Quebec, and a part- 
ner in the firm of Hurtubise and Rich- 
ard. Born in Montreal, Mr. Hurtubise 
was educated at St. Mary’s College and 
was well known in business circles for 
over forty years. 


The members of the Institute extend 
their sincere sympathy to his widow and 
family. 


The Late Thomas Howard Ingram 


The Institute of Chartered Accountants 
of British Columbia announces with deep 
regret the passing of Thomas Howard In- 
gram in his seventy-eighth year. 


The late Mr. Ingram was born in Eng- 
land and came to Canada as a youth in 
the year 1888. He received a business 
education at Stratford, Ontario and sub- 
sequently had a varied experience in ac- 
counting with commercial and financial 
businesses in Ontario and Alberta. He 
moved to Vancouver in the year 1903 and 
became interested in a financial company 
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There is the further possibility that by 
following this procedure not only would 
each separate statement, balance sheet, 
profit and loss, and application of funds, 
be better understood but it might even 
dawn on some of the readers that the 
statements are inter-related. Once that 
is established in his mind he has jumped 
the first hurdle toward understanding 
accounts. 


of which he ultimately became president 
and of which he was manager of the 
London, England office during the years 
1910 to 1914. 


The late Mr. Ingram was admitted a 
member of the Institute of Chartered 
Accountants of British Columbia in the 
year 1922 and practised his profession 
in Vancouver until he recently retired 
and moved to Langley Prairie. His tragic 
passing is mourned by his many friends. 

To his daughter, the members of the 
Institute extend their sincere sympathy. 


The Late Marcel B. Morency 
The Institute of Chartered Accountants 
of Quebec reports with deep regret the 
death of Marcel B. Morency, in his forty- 
seventh year. 


Born in Sherbrooke in 1901, Mr. Mor- 
ency was educated at Ste-Marie College 
and l’Assomption College, and commenc- 
ed to practise in 1934. At the time of 
his death he was senior partner in the 
firm of Morency, Gagnon & Cie. He was a 
past president of the Montreal Branch 
of the General Accountants Association, 
and was for some years in the employ 
of the Department of National Revenue. 

To his widow and family the members 
of the Institute extend their sincere 
sympathy. 
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Some Remediable 





oo consideration is being given 
by the American Institute of Ac- 
countants’ committee on procedure, to es- 
sential disclosures in published financial 
statements. The progress of this en- 
lightened step and the recommendations 
of the committee will interest account- 
ants everywhere. In the meantime it is 
likely that Canadian, British and other 
accountants outside the U.S.A. will also 
be considering means by which financial 
statements may better serve management, 
investors and the general public. 


Some remediable defects in published 
accounts lie in the nondisclosure of cer- 
tain essential information concerning val- 
ues and volumes of inventories. Such 
failure, probably more often unintended 
than purposed, frequently induces faulty 
conclusions, which, in turn, cause highly 
undesirable effects. Before proceeding to 
consider such effects, recognition is due to 
Mr. Kenneth MacNeal,C.P.A., who in his 
book entitled, “Truth in Accounting” 
(published during 1939) demonstrated 
some far-reaching ills that can result from 
misconceptions of inventory values as 
published in financial statements. Al- 
though one may differ from Mr. Mac- 
Neal’s contentions that market values 
should always be used for inventories, 


Defects In Published Accounts 


An argument for fuller disclosure 
of matters concerning inventory values. 
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By Cecil A. Ellis, C.A., A.S.AA. 
(Chief Accountant of the 
Provincial Electricity Board in Montreal) 


even when above “‘cost’’, some examples 
which he gives showing how the “lower 
of cost or market’ rule can induce mis- 
leading conclusions, should not be ignor- 
ed. The root of our subject touches 
methods of determining inventory values. 


Methods of Valuation 

Leaving aside for the moment the re- 
finements of FIFO, LIFO, Average 
Price, and other methods for determining 
“costs” of inventories, the well known 
valuation principle for accounting pur- 
poses calls, of course, for the use of 
“cost” values when they are below 
“market”, and the application of “mark- 
et” when it is less than “cost”. This 
“lower of cost or market” rule is fol- 
lowed, not merely to conform to the 
ultra conservatism of timid accountants, 
but, as we all know, in order to avoid 
anticipation of profits when fluctuating 
market prices exceed cost, and to pro- 
vide against contingent losses whenever 
the signals of lower market prices indi- 
cate possible inability to recover “costs” 
at normal profit margins. With every 
desire to approach business realistically, 
no auditor can safely ignore that rule. 
To do so would be to expose his client 
and the investing public to unjustifiable 
and evident risks. 
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Nevertheless, the “lower of cost or 
market” rule is capable of being exploited 
for private financial gain by company of- 
ficers and other favoured “insiders” who 
have exclusive information as to relations 
between inventory values and inventory 
quantities. It is because the interests of 
good business can best be served by reas- 
onable disclosures of all pertinent finan- 
cial information, that the deliberations of 
the American Institute of Accountants, 
and other interested persons, can produce 
valuable results. 


Practical Examples 


So as to demonstrate something of the 
manner in which, if not amplified, the 
accepted valuation rule can induce mis- 
leading conclusions, let us consider the 
cases of two affiliated companies in cir- 


Copper prices are as follows (per pound) :— 


First year (rising prices) 
Second year (rising prices) 
Third year (falling prices) 
Respective copper purchases are: 
Company “ee 
First year 


Second year 
Third year 


Company "B" 
First year 
Second year 

Third year 
The annual consumption of copper is 
6,000,000 pounds in each case; the 
physical volume of manufacture for sales, 
evenly spread throughout each year, is 
the same in each case. However, price 
fluctuations from year to year take place, 
and monetary sales are, for each com- 


pany: 


Company "A" 


Company "B" 40,000 loss 


$200,000 profit 
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cumstances which are by no means exag- 
gerated. 

Company “A” and its affiliated Com- 
pany “B’” commence’ at the same time 
the business of manufacturing, let us say, 
copper sheeting. Each has a similar sales 
territory; from its subscribed capital, each 
sets aside $1,000,000 for the purchase of 
raw materials (copper), which it prices 
on the FIFO basis. Although each com- 
pany is separately managed, both are con- 
trolled by a holding company “X’’. The 
shares of both “A” and “B” are traded 
on national stock exchanges. 

Now, Company “A”, managed in a 
venturesome way, purchases all its annual 
copper requirements at the commence- 
ment of each year at the price then pre- 
vailing; “B’, more conservatively buys 
its copper from month to month, and at 
the average price for each year. 


Closing 
15c. 
25c. 

8c. 


Average 
14c. 
20c. 
10c. 


Opening 
10c. 


for $1,000,000 
for $1,000,000 
for $1,000,000 


10,000,000 pounds at 10c. 
6,666,667 pounds at I5c. 
4,000,000 pounds at 25c. 


7,142,867 pounds at 4c. for $1,000,000 


5,000,000 pounds at 20c. for $1,000,000 
10,000,000 pounds at 10c. for $1,000,000 


$2,200,000 
Second year .... $2,750,000 (25% up) 
Third year $2,475,000 (10% down) 
Labour and all other charges (including 


depreciation of plant, etc.) are $1,400,- 
000 annually for each company. 

In all the foregoing, entirely reason- 
able circumstances, the accounts of the 


companies would show the following re- 
sults: 


First year 


First year 
$650,000 profit 
218,574 profit 


Second year 
$411,666 loss (a) 
377,854 profit (b) 


(a) after reducing inventory value from “cost” to “market” by $453,333. 
(b) after reducing inventory value from “cost” to “market” by $ 82,89. 








Vrwr°o 








Remedial Defects in Published Accounts 


The respective closing accepted inventory values would be: 


At end of Company "A" Company "B” 

First year (at "cost" ...... gees (4,000,000 Ibs.) $400,000 (1,142,867 Ibs.) $160,000. 
Second year (at “‘cost'') ........ (4,666,667 Ibs.) $700,000 ( 142,867 Ibs.) $ 28,574. 
Third Year (at 'market'') ........ (2,666,667 Ibs.) $213,334 (4,142,867 Ibs.) $331,428. 


Volume and Price Disparities 

The respective financial statements as 
they would be published would naturally 
reflect the fact that because of its bolder 
purchasing policy, Company ‘‘A’”’ was the 
more successful when copper prices were 
rising; and that when copper prices were 
falling, the more conservative policy of 
Company “‘B’” produced the greater prof- 
it. But, what both statements would fail 
to disclose is the highly important fact 


At close of 


PNM a  ccter Paces hed caesan Ste taes<scebadeea acca 
I INN noice csarn se tinbpaacses nese teaisdayases 
case at the close of the third year, the 


(Because market prices ruled in each 
disparity then disappeared.) 


The above comparisons show that at 
the close of the first year the physical in- 
ventory of Company “A” was 40% 
greater than is indicated by comparison 
of financial values. More significant is 
the fact that at the close of the second 
year, Company “A”, comparatively, was 
exposed by 33% more than the relative 
financial statements indicated, to the price 
collapse which ensued; and that this fur- 
ther exposure aggravated its compara- 
tively bad results for the third year to 
the extent of $116,667 upon 1,666,667 
pounds of copper. 

In the form in which they would norm- 
ally be published, the financial statements 
for the first two years would cause Com- 
pany “A” shareholders much satisfaction 
with their choice of investment; and the 
Company “A” shares would reasonably 
sell for much higher prices than those 
of Company “B” at the commencement 
of the third year. During the third year, 
however, discerning investors would note 
falling copper prices, and draw such con- 
clusions as they could from the pub- 
lished statements as to the vulnerability 


that as between the two companies there 
was a far greater disparity between 
physical quantities of inventories carried 
than could be gathered from comparison 
of the respective published monetary 
values. Persons better informed than 
the outside shareholders would, however, 
have means of knowing that, taking Com- 
pany “B” as a yardstick, Company “A” 
carried: 

Physical Volume Valued at only 


0% 250% 


3266 % 2450% 


of Company “A” to that decline. When 
the results of the third year become pub- 
lished, however, those investors would be 
rudely awakened to the fact that because 
its Opening inventory was 33% higher 
than they had calculated, Company “A” 
showed much worse results than they had 
expected. The resulting shock would 
create much avoidable discontent concern- 
ing the Company “A” shares. To an 
appreciable extent such a condition would 
result from a remediable defect in the 
published accounts of the second year. 

Also, during the third year, the officers 
of Company “A”, and other favoured 
“insiders”, armed with the facts concern- 
ing the inventory quantities carried from 
the second year would be able, if they so 
desired, to enrich themselves by selling 
that company’s shares and buying those 
of ‘“B”; this at the expense of “outsid- 
ers’, who have equal rights to share in 
pertinent knowledge concerning the af- 
fairs of the two companies. Here lies 
another consequence of a defect in pub- 
lished accounts. 

An additional defect lies in the cus- 









252 The Canadian Chartered Acccountant, November 1948 


tomary nondisclosure of the precise 
method by which inventory “‘costs” are 
determined, be it FIFO, LIFO, Average 
Price or any other method. Had LIFO 
been used by the companies instead of 
FIFO, our examples would have shown 
a shifting of profit from the second to 
the third year to the extent of $200,000 
by reason of a corresponding lessened in- 
ventory “write down” in the case of 
Company “A”, and to the extent of $8,- 
574 in that of the less affected Company 
“B”. Advance knowledge of the pricing 
method used by the companies would 
have enabled any interested shareholder 
or investor to calculate better the pros- 
pects for the companies during the third 
year, or to obtain calculations from those 
competent to judge as to the varying ef- 
fects of the respective methods. 


Other examples of defects in published 
financial statements could be mentioned, 
but they are outside the scope of this 
present discussion. 


Remedial Measures 


Confining ourselves to inventories, we 
find that if it were possible to value all 
inventories upon a common base (such 
as at “‘market”), some of the aforede- 
scribed objections would be eliminated. 
Seeing, however, that market prices can- 
not be used when they exceed cost, and 
that no other common price measure can 
be found, remedy for the defects as to 
inventory quantities in published accounts 
must be sought in other directions. 

Obviously inventory quantities cannot 
be published within the space available, 
but the search for a remedy quickly 
brings realization of the fact that pub- 
lication of fuller information would meet 
the need. 


Every affected financial statement could 
and should show both the “cost” and the 
“market” value of included inventories; 
such dual particulars are customarily dis- 
played whenever investment portfolios 


are carried, and there is every good reason 
why they should be similarly displayed 
for inventories. Every affected financial 
statement should also show the precise 
pricing method employed in determining 
inventory “cost”, be it FIFO, LIFO, 
Average Price or any other method. 


From such fuller information, to which 
they are fully entitled, unprivileged “‘out- 
side’ shareholders, investors, lenders and 
members of the general public would be 
better enabled than at present to estimate 
inventory positions and so to draw more 
reliable financial conclusions when com- 
paring accounts of businesses within the 
same lines of industry. Such fuller infor- 
mation, which can so easily be published, 
would help to protect all concerned 
against faulty conclusions and their costly 
effects; it would place all shareholders, 
investors, lenders and other interested 
parties on a fair common basis; it would 
assist in making business more healthy. 


Publication of the desired additional 
information could perhaps be enforced in 
Canada by a short extension of Section 
112 (2d) of the Dominion Companies’ 
Act, which at present requires statements 
of the bases of inventory values. The 
present custom of reporting that the 
“lower of cost or market’ ’is used, seems 
to fall far short of what is needed. 


Conclusion 

It is clear that in their present form, 
published financial statements lack cer- 
tain essential information concerning in- 
ventories. Equally clear is the fact that 
such lack leaves the way open to faulty 
conclusions from the published state- 
ments, and to unfair exploitation of those 
conclusions. When disclosure of the es- 
sential information now indicated be- 
comes obligatory, published financial 
statements will better perform their func- 
tion to serve management, investors, 
lenders and the general public. 
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Success in Examinations 
Toronto, Oct. 13, 1948 
Sir: I have just concluded the article 
“Preparing for Examinations” in your 
September issue. Adequate preparation, 
particularly for the working of papers 
under examination conditions, is natural- 
ly very important, and adds-to the can- 
didate’s confidence. 


However, to my mind, the crux of the 
matter is the reaction of the student 
when confronted with examination condi- 
tions, and this is possibly one criticism 
of the present method of testing a candi- 
date’s knowledge. Consequently, one can- 
didate with a “knack for writing exam- 
inations” can produce good marks with a 
minimum of preparation, another may 
prepare for six months and not make the 
grade. 


The candidate who can avoid “blowing- 
up” if he finds himself in difficulty, who 
can think clearly, work quickly and ac- 
curately, and get what he knows down 
on paper in a concise and mature manner, 
will be at a decided advantage. This is 
particularly important if the student 
realizes that he is probably not writing 
to a particular standard, but against 
every other man in the room. 


A piece of advice offered to me, and 
which I believe is sound, is that the can- 
didate should remember that his paper 
will be marked by a practicing chartered 
accountant. He should therefore answer 
the questions with this in mind, and rely 
to some extent on his own practical ex- 
perience. After all, auditors’ reports are 
not qualified with the same regularity in 
actual practice, as they are in the text- 
books. 


M. C. Govier, C.A. 
(Miilar Macdonald & Co.) 
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Let Justice Be Done 
Montreal, Oct. 12, 1948. 

Sir: It has always been understood 
that expenses necessarily laid out to earn 
the profits of any company are allowable 
as a deductible expense before ascertain- 
ing the taxable profits. 

Under a recent regulation from the tax- 
ing authorities, it transpires that corpora- 
tions who have their head offices in either 
the Province of Quebec or Ontario can- 
not deduct from their profits any taxes 
paid to the Provincial Governments for 
‘Capital and Places of Business’! Surely, 
this tax is one that has to be paid and 
cannot be avoided in any way such as 
even a very necessary item as Advertis- 
ing or Travelling Expenses. If these 
latter two are curtailed, the business will 
probably suffer, but on the other hand, 
they still can be avoided; not so in the 
case of taxes due to the Provincial Gov- 
ernment for Capital and Place of Busi- 
ness. 

A large manufacturing concern with a 
capital of say $200,000,000, has to pay 
$200,000 for tax on Capital. If that very 
necessary levy is disallowed, it means 
that that corporation is thereby compel- 
led to pay an additional $60,000 for 
Dominion Income Tax, and also Income 
Tax on the tax for every place of busi- 
ness situated within the two Provinces. 


Corporations whose head offices may be 
in any of the other seven Provinces 
do not have to pay any such tax, but it 
does seem very unjust that companies in 
Ontario and Quebec, who are compelled 
to pay this tax, are not allowed to con- 
sider same as a justifiable expense. 

Surely the reason cannot be on ac- 
count of the political opposition of these 
said two Provincial Governments to a tax 
agreement plan proposed by the Domin- 
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ion Government. If so, that would seem 
to savour very much of the tactics adopt- 
ed by the Soviet Government. 

Adam Smith, in his well-known treatise 
on public taxes, stated that two of the 


necessary requirements should be ‘equity’ 
and ‘consent of the governed’. On these 
two grounds alone such a method of tax- 
ation does appear to be most unjust. 


PRACTITIONER, 


Professional Notes 


Alberta 
At the monthly luncheon of the Cal- 
gary Chartered Accountants’ club, R. J. 
Snell, C.A. was elected president, J. R. 
Hardie, C.A. vice-president, and D. R. 
Redman, C.A. secretary-treasurer. 


Ontario 
Mr. Charles G. Gale, B.Com., C.A., an- 
nounces the opening of an office for the 
practice of his profession at 26 Central 
Chambers, 46 Elgin Street, Ottawa, Ont. 
* + a * a 


Messrs. Geo. A. McLeod, C.A. and Ed- 
ward M. Field, C.A. announce the forma- 
tion of a partnership under the firm name 
of Geo. A. McLeod & Company with of- 
fices at Room 312, 62 Richmond Street 
West, Toronto, Ontario. 

a * * 2 * 

Mr. J. C. Sutherland, C.A. has been 

appointed to the staff of Shaw Schools, 


Toronto, as Assistant to the Director of 
the Higher Accounting Division. 
* * * oF . 

Mr. Samuel B. Rose, Chartered Ac- 
countant, announces the opening of a 
branch office at 69 Collier Street, Barrie, 
Ontario, for the practice of his profes 
sion. 


Quebec 


The firm of Rodier, Pesner and Com- 
pany, 1434 St. Catherine St. W., Mont- 
real, was dissolved as of October 1st, 
1948. Their practice has been taken over 
by Harry L. Rodier, C.A., at the same 
address. 

~ ” * * s 

The firm of Dobrin, Dainow & Company 
(Montreal), Chartered Accountants, an- 
nounce that as of October 1, 1948, their 
practice is continuing under the name of 
Dobrin, Dainow & Simkover. 


British Accountancy Leaders Entertained 


The Dominion Association and the Council of the Ontario Institute were 
honoured recently by having as their guests for luncheon Sir Frederick Alban and 
Mr. A. A. Garrett, President and Secretary of The Society of Incorporated Account- 
ants and Auditors, who visited Toronto on their way back to England after attending 
the Annual Meeting of the American Institute of Accountants at Chicago. Both 
made informal comments on the state of business and the public accountancy pro- 
fession in the United Kingdom. Messrs. Howson and Glassco shared the privilege 
of acting as toastmasters. 
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Cases @ Regulations @ Directives @ Comment 
Edited by M. |. Pierce, B.A., LL.B. 


The New T2 - 1948 






By G. Moller, D.Jur., C.A. 


oe by newspaper head- 
lines, alas, not even mentioned on 
the back pages, the new income tax re- 
turn form for Corporations has been born 
and issued by the Department of Nation- 
al Revenue. The form is revolutionary 
in that it abandons the T2—Question- 
naire, combining those questions, which 
remain relevant with the items formerly 
contained on the older income and ex- 
cess profits tax returns. The auditor's 
close co-operation with the Tax Division 
is apparently no longer required and 
there is no provision for the auditor's 
signature nor for a report by the auditor 
on the T2 Return or on any of the ques- 
tions asked therein.* 

The new form is not only a combina- 
tion of the previous return and question- 
naire but contains a number of complete- 
ly new items. For example, Item 4 re- 
quires a report on the percentage of the 
issued shares of the company held by 
(a) an individual residing in Canada, 
(b) Canadian corporation or corpora- 
tions, (c) non-resident individuals or 
corporations. 

The authorized officer of the Company 


necessary” in the June 1948 issue of 
The Canadian Chartered Accountant, p. 


363. 
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who signs the return has now to state 
on the form that as an authorized sign- 
ing officer of the company he has per- 
sonal knowledge of the affairs of the 
company and that the return was com 
pleted by him or under his supervision 
for and on behalf of the company. 
Page 2 of the return is headed by the 
ominous words “Read item 10 before 
completing this form’. Turning back to 
page 1 where Item 10 appears, the com- 
pany’s officer sees that he is certain 
to risk penalties for failure to file the 
return in time or for making false or 
deceptive statements in the return, etc., 
etc. 
Incorporated taxpayers will have in fu- 
ture to attach a number of detailed state- 
ments which up to now they were not 
explicitly required to provide for the Tax 
Division. One of these will be a break- 
down of cost of sales in respect of mater- 
ial, labour and overhead, and of manu- 
facturing, selling and administrative ex- 
penses. Others will be statements of de 
ferred charges and of the investments of 
the taxpayer at the beginning and end 
of the fiscal period with an explanation 
of any changes during the period. 
Altogether the new form is definitely 
better arranged than the previous return 
form and questionnaire, more up to date 
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and easier to complete.* Although crit- deserves to be described as a distinct im- 
icism of some of the detail questions provement. 
may be in order, the new form certainly 


Orders-in-Council — Regulations 


ORDER-IN-COUNCIL RESPECTING THE CLASSES OF PLANT AND 
EQUIPMENT ELIGIBLE FOR DEPRECIATION AT NOT MORE 
THAN DOUBLE THE NORMAL RATES 


P.C. 3882, September 9, 1948 


HIS EXCELLENCY the Governor General in Council, on the re- 
commendation of the Minister of National Revenue and pursuant to 
the provisions of subpara. (ii) of para. (n) of subsec. (1) of sec. 6 of 
the Income War Taz Act, R.S.C. 1927, Chap. 97, is pleased to order as 
follows: 

1. Order in Council P.C. 109 of 25th March, 1947, determining the 
classes of plant and equipment built or acquired within the period 
therein set forth which would be subject to depreciation at not more 
than double the rates normally allowed for taxation purposes, is here- 
by revoked; and 

2. The following Order is hereby made in substitution for the 
Order which is hereby revoked: 


ORDER 


1. In this Order, unless the context and commercial space and build- 
otherwise requires: ings appropriate to the project; 
(a) “Act” means the Income War “equipment”’ means all permanent 
Tax Act; fixtures, fittings, machinery, furn- 
. & . . ie . 
(b) “Minister” means the Minister of aces, boilers, refrigeration equip- 
National Revenue; ment, gas and electric stoves, 
(c) “Corporation” means the Central water heaters, ice boxes, electric 


: light fixtures, window blinds and 
Mort dH G . s R 
Tt al 7 oe ey fixtures, storm and screen doors 


“rental housing project’ means a and windows, plumbing and heat- 
project having four or more fam- — equipment, oil tanks and oil 
ily housing units built for rental urning equipment, piping, ele- 
purposes consisting of one-family vators and elevator equipment 
dwellings, or multiple-family and, generally, all apparatus and 
dwellings, or a combination of things incorporated in or forming 
one-family and multiple-family part of the buildings and struct- 


dwellings, together with any pub- ures comprising the rental hous- 


lic space, recreational facilities ing projects. al 
“standard room” means a living 


room, a bedroom, a dining room 


* Certain terms as e.g. “Test Physical 
Count” in item 16 or 26(g) as a whole , 
require clarification by the Department. or a kitchen. A room used for 















two or more purposes will be con- 
sidered one standard room. 

(g) ‘‘rates of depreciation normally al- 
lowed” means the rates of depre- 
ciation allowed by the Minister 
under the provisions of para. (n) 


















Equipment 













Senten por done cndpinan 





2. This Order shall apply to rental 
housing projects and equipment installed 
therein where the following conditions 
are fulfilled: 


(a) Construction of the rental hous- 
ing project is commenced prior 
to January 1, 1949: 

(b) The family housing units of the 
project: 

(i) have an average of not less 
than 3.5 standard rooms 
and bathroom; 

(ii) have an average of 1.5 
bedrooms; 

(iii) have an approximate aver- 
age area of seven hundred 
square feet. (For calculat- 















The Tax Department 


of subsec. (1) of sec. 6 of the 


257 


Income War Tax Act other than 
special or double depreciation on 
property of a similar class, as for 
example: 


(c) (i) 





Maximum rates 
per annum 
Percentage 


Buildings (including all component parts, such as electric wiring, plumbing, sprinkler system, 
etc., contained in such buildings except elevators and boilers): 

Reinforced concrete and transite .............cccccccccssessecsscessessccesessecesecestsneceseeeece 

I A RN SRN ca sas 25: gusinsdcvuisassvcnscesoaasiepladseeseustacaqcacchetpnankes 
SUNN GOI NNN RI SRIMMINE o once loco sce nina aosna Cevacti odes shcastsisecsanaasetezenes Steeeiests 
SEN TET UMN ea garni sca c vs uncvs va ssid outs los muaad evens tat esdepaemonwecctee 
DOM cee Be take occas fees vances satu s5 1a vada eas eatneics baamene gies Names akeoa deena naanadalectehe 
CRG WON 325i. nee: iceBedncesis 


2 
2% 
2'2 
5 
5 
5 


same rate as building 





DORI gs Sacsek cb aterhy dcp ta tagcacts ks sea Bsa nec beanlaaMig RTO oicobde dos ans aaa cecapes toe 
IU abn 3 eee riens tess 5 
Refrigeration nian .. 10 
a ANNIE INNS UNO e052 tos cca cossntesns sss cbagasetexioncbdaabesnesbs Svan seers -stustammartnre 10 
PPM PMN oc sar cece g vaca soe sus ia Su stata bacedins Sis ops kasa satan Solid or on aa eons ga Ne 10 
PN UID ives scuuactbrnersnssseacvins ne as 10 
Electric light nares. FO EER, LOE OE TT TL TE! sale as building 
Window blinds and Seune Sessile seas tha busca tievtiaen ys Cubechcae hee niet eae 10 
Storm and screen doors and <eibions SscSesssns sansa sued adbsipinsstdeeredoinis tice SNO FO CS enn 
Plumbing and heating equipment . sped .. same rate as building 
Oil tanks and oil burning ceianess sca As atgonccmeneicaa dens 10 
Piping .. taecaaroack .. same rate as building 
5 


ing the area per unit in a 
multiple project, the num- 
ber of units is to be divid- 
ed into the total floor area 
(excluding basement used 
for other than living quar- 
ters) measured from the 
outside face of exterior 
walls). 

The rental to be charged for 
the housing units is not to 
exceed $80.00 per month 
for a fully serviced family 
housing unit comprising 
eight hundred square feet; 
the rental for units varying 
from this base shall be ad- 
justed by adding seven 
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cents per month for each 

square foot by which the 
area of the unit exceeds 
eight hundred square feet 
and by subtracting five cents 
per month for each square 
foot by which the unit is 
less than eight hundred 
square feet. 

(ii) A fully serviced unit is a 
unit supplied with heating, 
hot and cold water, stove, 
refrigerator and full janitor 
service. 

(iii) In addition to the adjust- 
ment of rentals for which 
provision has been made in 
this section on an area basis, 
a further adjustment of 
rentals shall be made to the 
extent that the unit is not 
fully serviced. 


(d) The owner gives a preference to 
veterans in the occupancy of com- 
pleted units. 

(e) Where the project is financed in 
whole or in part by a loan secur- 
ed by a mortgage and the owner, 
in addition to the instalments 
provided for in the mortgage, 
makes a prepayment to the mort- 
gagee amounting to one-third of 
the extra depreciation allowed 
pursuant to this Order; in the 
event that the mortgagee refuses 
to accept such prepayment, tender 
thereof to the mortgagee shall be 
sufficient to meet the requirements 
of this subparagraph. 


3. The periods during which rental 
housing projects and equipment instal- 
led therein must be built and acquired for 
the purposes of subpara. (ii) of para. 
(#) of subsec. (1) of sec. 6 of the In- 
come War Tax Act and this Order are: 

(a) The building of the project and 
the installation of the equipment 





must have been accomplished dur- 
ing the period 31st March, 1948, 
to 31st December, 1949; and 

(b) The project built during the per- 

iod set out in the preceding para- 
graph must have been acquired by 
the owner during the period 31st 
March, 1947, and the 31st De- 
cember, 1959. 

4. Where a project is partially com- 
pleted in the period fixed by sec. 3, para. 
(a) of this Order, such part thereof as 
is completed during the said period shall 
be deemed to be the rental housing pro- 
ject subject to this Order for the purposes 
of subpara. (ii) of para. (”) of subsec. 
(1) of sec. 6 of the Income War Tax 
Act. 


5. In computing the amount of the 
profits or gains to be assessed under the 
Income War Tax Act or the Excess Profits 
Tax Act, 1940, depreciation may be de- 
ducted at the option of the taxpayer in 
an amount computed at not more than 
double and not less than one-half the 
rates normally allowed if the amount is 
allowed by the Minister pursuant to sub- 
para. (ii) of para. (”) of subsec. (1) 
of sec. 6 of the Income War Tax Act 
and this Order. 


6. No depreciation shall be allowed 
with respect to the rental housing pro- 
ject or any class of equipment installed 
therein as provided in the preceding sec- 
tion, notwithstanding anything contain- 
ed therein: 

(a) until the project is completed and 

is producing revenue; 

(b) unless the documentary evidence 
of the costs thereof as required 
by sec. 9 of this Order is filed 
with the Minister on or before 
the due date for the filing of in- 
come tax returns of the first year 
in respect of which double depre- 
ciation is claimed as authorized by 
sec. 6 (1) () (ii) of the Income 
War Tax Act and this Order; 

















(c) after the total depreciation allow- 
ed to the owner and any preced- 
ing owner equals the original 
cost of the project or equipment; 

(d) after ten years from the comple- 
tion of the project or after the 
31st December, 1959, whichever 
is the earlier in time. 


7. No depreciation shall be allowed 
pursuant to sec. 5 of this Order in re- 
spect of any rental -housing project or 
equipment installed therein unless the 
Corporation has certified that, having re- 
gard to the need of rental housing accom- 
modation in Canada, it is desirable in its 
opinion that depreciation be allowed in 
respect thereof, as provided by the said 
eec., 5. 


8. The Corporation may at any time, 
when in its opinion the applicant for 
depreciation under this Order has ceas- 
ed to fulfil the conditions contained in 
sec. 2 hereof, withdraw the certificate 
provided in sec. 7 of this Order and the 
Minister will not allow depreciation at 
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double the rates normally allowed for the 
purpose of assessing income tax and ex- 
cess profits tax with respect to the said 
applicant on all assessments made sub- 
sequent to the withdrawal of the certifi- 
cate. 

9. The rates of depreciation provided 
for under this Order shall be applied to 
the actual costs of constructing the rental 
housing project and the costs of purchas- 
ing and installing the equipment therein 
during the period 31st March, 1947, to 
31st December, 1949, as shown to the 
satisfaction of the Minister through the 
production of statements supported by 
vouchers, receipts and such other evid- 
ence as may be required by the Minister. 

10. Notwithstanding this Order, the 
decision of the Minister as to whether 
depreciation is allowable under subpara. 
(ii) of para. (”) of subsec. (1) of sec. 
6 of the Income War Tax Act and as to 
the amount thereof, if any, is final and 
conclusive. 

A. D. P. HEENEY, 
Clerk of the Privy Council. 


Directive No. 219 
September 24, 1948 
From the Deputy Minister (Taxation) 
The Yukon Corporation Income Tax Ordinance. 


This Department has been advised that 
the Commissioner of the Yukon Terri- 
tory, by and with the advice and consent 
of the Council of the Yukon Territory, 
has enacted the Yukon Corporation In- 
come Tax Ordinance. 

The Ordinance imposes, as of 1st Jan- 
uary, 1948, a 5% tax on that part of a 
corporation's income that is attributable, 
according to the rules set out in the First 
Schedule of the Ordinance, to the opera- 





tions of such corporation in the Yukon 
Territory. 

Under the terms of an Agreement en- 
tered into by the Governments of Canada 
and the Yukon Territory, the Ordinance, 
except as to sections relating to appeals, 
is to be administered by the Deputy 
Minister of National Revenue for Tax- 
ation. 

For the purposes of the Ordinance, the 
income of a corporation that is taxable 
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thereunder is its income subject to tax 
as computed for the purposes of the In- 
come War Tax Act of Canada. For 
fiscal years commencing in 1947 and end- 
ing in 1948, the tax otherwise payable 
by a corporation will be reduced by the 
pro rata amount, calculated on a daily 
basis, applicable to income in 1947. 


It is provided in the Ordinance that 
the provisions of the Income War Tax 
Act relating to the making of returns, 
the payment of taxes, and assessments, or 
relating to any other matter affecting the 
administration of that Act (except those 
provisions relating to appeals), shall, in 
general, have the same force and effect, 
for the purposes of the Ordinance, as if 
enacted therein, except that, in certain 
circumstances, an extension of time is 
permitted for the filing of returns and 
the payment of taxes. 


Directives 63, 160, 179 and 186 are to 
be considered applicable, where pertin- 
ent, to the Yukon Corporation Income 
Tax Ordinance. 


Inasmuch as the above-mentioned pro- 
visions of the Income War Tax Act are 
to have the same force and effect for 
the purposes of the Ordinance as if en- 
acted therein, the sections of the Provin- 
cial Corporation Income Tax Acts refer- 


October 
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red to in Directive 160 are to be read, 
where the Ordinance is concerned, as be- 
ing the corresponding sections of the 
Income War Tax Act as follows: 


PROVINCIAL INCOME 
CORPORATION WAR TAX 
INCOME TAX ACT 
ACT 
Section 4(k) Section 4(m) 

do 4(s) do 4(x) 

do 5(1I)(c) do 5(1)(f) 
do 5(1)(f) do 5(1)(m) 


do 5(1)(h) do 5(1)(u) 


do 5(6) do 5(I1) 
do 8(6) do 8(9) 
do 28 do 35(3) 


Pending revision, Form TP7B—In- 
stalment Remittance Form, and Form 
TP.7A—Interim Receipt, are to be used 
for the purposes of the Yukon Corpora- 
tion Income Tax Ordinance by typing 
or writing “Yukon Territory’ in the 
space immediately above ‘Prince Edward 
Island”. Form TP2—Provincial Corpor- 
ation Income Tax Return, has been 
amended to provide, in 1948, for the 
calculation of taxes under the Ordinance. 


Office copies of the Ordinance are now 
available for distribution, and District 
Offices are requested to requisition with- 


out delay for the number of copies need- 
ed. 





7, 1948 


From the Deputy Minister (Taxation) 
Depletion — Industrial Mineral Mines 


Order in Council P.C. 2747, dated 
17th June, 1948, which extends the rates 
of depletion allowed in the case of cer- 
tain natural resources, reads as follows: 
[see The Canadian Chartered Accountant 
of August, 1948 at pages 105-6] 

Examples of industrial minerals occur- 
ring in non-bedded deposits are clay, 
gravel, gypsum, sand, sodium sulphate 
and peat. 


Examples of industrial minerals occur- 
ing in bedded deposits are clay, gravel, 
gypsum, sand, sodium sulphate and peat. 

Certain industrial minerals, such as 
limestone (when used for industrial 
purposes other than as building stone) 
and barite occur in either bedded or non- 
bedded deposits and the determination 
of the depletion allowance depends upon 
the nature of the occurrence. A com- 








- ~~ Oo OEP ee 

















plete statement of facts must be referred, 
by letter, to the Deputy Minister (Taxa- 
tion), Ottawa, in order that the basis of 
depletion to be allowed may be deter- 
mined. 

These regulations in no way replace 
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Directive No. 225 


or alter the specific rates set out in Ordet 

in Council P.C. 1046, of 25th March, 

1947, as outlined in Directive No. 70. 
D. SCULLY 

Deputy Minister (Taxation) 





October 18, 1948 
From the Deputy Minister (Taxation) 


Convention Expenses of Dental Profession 


Effective 1st January 1948, the reasonable 
expenses incurred by members of the den- 
tal profession in attending the following 
Dental Conventions will be admitted for 
Income Tax purposes against income 
from professional fees: 


1. One Convention per year of the 
Canadian Dental Association. 

2. One Convention per year of a Pro- 
vincial Dental Association. 

3. One Convention per year of a Den- 
tal Society or Association of Special- 
ists in Canada or the United States 
of America. 

The expenses to be allowed must be 





Recent British Tax Decisions 


House of Lords Holds Vendor's Shares Are Taxable Income Even 


reasonable and must be properly sub- 
stantiated; e.g. the taxpayer should show 
(1) dates of the Convention, (2) the 
number of days present, with proof of 
claim supported by a certificate of at- 
tendance issued by the organizations spon- 
soring the meetings, (3) the expenses 
incurred, segregating between (a) trans- 
portation expenses, (b) meals and (c) 
hotel expenses, for which vouchers should 
be obtained and kept available for in- 
spection. 

None of the above expenses will be 
allowed against income received by way 
of salary since such deductions are ex- 
pressly disallowed by statute. 


Though Not Realisable 


The House of Lords has recently 
handed down a tax decision in which the 
main question involved was, in Viscount 
Simon’s words, ‘“‘one of substantial im- 
portance, and of considerable difficulty.” 
The decision is that of Gold Coast Selec- 
tion Trust Limited v. Humphrey, report- 
ed in [1948] Taxation Reports 253. The 
facts were briefly as follows: 

The Gold Coast Selection Trust Ltd., 
a British company, carried on the trade 
of a dealer in stocks and shares and an 
exploiter of and dealer in gold-mining 





concessions in the Gold Coast Colony. 
Its practice was to acquire concessions for 
land considered to have gold-bearing pos- 
sibilities, exploit them to the extent nec- 
essary to ascertain their potentialities, and 
where a good prospect was thereby de- 
termined to transfer such concession to 
a public company which would work the 
concession and market the gold produced. 
The consideration for the transfer of the 
concession was in each case satisfied by an 
issue of fully-paid-up shares in the trans- 
feree company, which were of a par value 
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equal to the price named in the agree- 
ment for the sale of the concessions. 
The Trust Company's share-holdings 
were large enough to give it control 
over the transferee company, and 
were too large to be readily disposed 
of in the stock market without killing 
the market, and it appeared that if it 
was desired to turn the block of shares 
into cash it was necessary to dispose of 
them by private sale, but whether or not 
it could realise the whole block in this 
way, at any rate within a short time, was 
not clearly established In accordance 
with its practice as described the Trust 
Company, having expended £107,000 in 
the acquisition and exploitation of a cer- 
tain concession, sold the concession to 
the Marlu Gold Ltd. for an agreed price 
of £800,000, to be satisfied by the issue 
to the vendor of 3,200,000 paid-up shares 
of a par value of 5s each. In its books 
the Trust Co. entered £107,000 (the cost 
to it of the concession) as the purchase 
price for the 3,200,000 vendor shares. 
Then, year by year as shares were sold, 
the profit on such sales was brought into 
account. 


Held: the vendor shares must be 
brought into account in the computation 
of the company’s annual profits or gains 
at their value as at the end of the ac- 
counting period in which they were re- 
ceived notwithstanding that they were 
not realised nor realisable until later. 
(Viscount Simon, Lords Thankerton, 
Uthwatt and Du Parcq, Lord Oaksey dis- 
senting). 

Per Viscount Simon: “In cases such 
as this, when a trader in the course 
of his trade receives a new and valuable 
asset, not being money, as the result of 
sale or exchange, that asset, for the pur- 
pose of computing the annual profits or 
gains arising or accruing to him from 
his trade, should be valued as at the end 
of the accounting period in which it was 
received, even though it is neither realised 
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nor realisable till later. The fact that it 
cannot be realised at once may reduce its 
present value, but that is no reason for 
treating it, for the purposes of income- 
tax, as though it had no value until it 
could be realised. If the asset takes the 
form of fully-paid shares, the valuation 
will take into account not only the terms 
of the agreement, but a number of other 
factors, such as prospective yield, market- 
ability, the general outlook for the type 
of business of the company which has al- 
lotted the shares, the result of a contem- 
porary prospectus offering similar shares 
for subscription, the capital position of 
the company, and so forth. There may 
also be an element of value in the fact 
that the holding of the shares gives con- 
trol of the company. If the asset is dif- 
ficult to value, but is none the less of a 
money value, the best valuation possible 
must be made. Valuation is an art, not 
an exact science. Mathematical certainty 
is not demanded, nor indeed is it pos- 
sible. It is for the Commissioners to 
express in the money value attributed by 
them to the asset their estimate, and this 
is a conclusion of fact to be drawn from 
the evidence before them.” 


Lord Thankerton agreed in the con- 
clusion, and Lords Uthwatt and Du Parcq 
concurred in the opinion rendered by 
Viscount Simon. 


Lord Oaksey dissented, being of the 
view that only those shares which could 
have been sold in the years of computa- 
tion should be brought into account at 
the price they could have fetched. 


[California Copper Syndicate v. Harris 
(1904) 5 T.C. 159; Scottish and Cana- 
dian Gen. Investment Co. v. Easson 
(1922) 8 T.C. 265; John Emery & Sons 
v. C..R. [1937] A.C. 91, 20 TC. 213, 
explained; John Cronk & Sons Ltd. Vv. 
Harrison [1937] A.C. 185, 20 T.C. 612; 
Absalom Vv. Talbot [1942] A.C. 204, 26 
T.C. 166, referred to.] 
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In the absence of any reported Cana- 
dian cases on the avoidance provisions of 
the Excess Profits Tax Act (sec. 15) and 
the Income War Tax Act (sec. 32A), 
which have been re-enacted in modified 
form as sec. 126 of the new Income Tax 
Act, the recent decision of Atkinson J. 
in a tax appeal on the parallel provision 
contained in British tax legislation will 
be of more than usual interest. 


The case is Com’rs of Inland Revenue 
v. Earthwork and Construction Ltd. 
[1948] Taxation Reports 193. 


The Facts 

The respondent company, the Earth- 
work & Construction Co., was formed by 
the Oldings Co., who were British agents 
for certain American manufacturers of 
caterpillar equipment, to take over and 
carry on an earth-moving business by 
means of caterpillar machinery. Oldings 
held 80% of the shares of the Earthwork 
Co. and 4 of the 6 directors were nom- 
inees of Oldings. The Earthwork Co. 
obtained some very good government 
contracts for the making of aero- 
dromes and in the 17 months prior 
to the transactions in question it 
paid £40,000 in excess profits tax. How- 
ever, other companies in the earth-mov- 
ing business who bought machinery from 
Oldings complained of the relationship 
between Oldings and the Earthwork Co., 
and these complaints reached Oldings’ 
American principals. Oldings thus be- 
came anxious to avoid this criticism by 
at any rate creating the appearance that 
the Earthwork Co. was going out of busi- 
ness, 

By September of 1940 the plant of the 
Earthwork Co. had been written down 
to £23,000 and £28,000 had been spent 
on repairs. At this time it received an 
offer from an independent company 
which had just entered the earth-mov- 
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ing business, but which had no skilled 
staff or experience therein, to pur- 
chase the plant of the Earthwork Co. for 
£60,000. ‘This offer was, however, sub- 
ject to the condition that some members 
of the Earthwork Co. (which itself was 
to be liquidated) should continue to 
work the plant for another year and that 
a hire charge of £5,000 per month be 
paid to the purchasing company for the 
use of the plant during such year. This 
offer was accepted in the knowledge that 
a profit could be made on the govern- 
ment contracts after payment of the hire- 
charge, and thus Oldings would achieve 
its object of getting out of the business 
of earth-moving and at the same time 
a capital payment of £60,000 would be 
obtained for the plant, which would be 
free of tax. 


The Earthwork Co. was at once liqui- 
dated and a new company was formed, 
95% of whose shares were held by Old- 
ings, and the new company carried on 
in place of the Earthwork Co., complet- 
ing the government contracts. The new 
company’s standard profit was only 
£1,000 in place of the Earthwork Co.'s 
standard profit of £5,570, but, of course 
the payment of £60;000 hire-charge for 
the use of the plant during the year re- 
duced the excess profits tax which the 
Earthwork Co. would have had to pay to 
a considerably smaller sum paid by the 
new company. 


The Law 

The Commissioners of Inland Revenue 
contended that the transactions described 
were within the provisions of sec. 35 of 
the (British) Finance Act, 1941, as 
amended by sec. 33 of the Finance Act, 

1944. This provides: 
“Where the Commissioners are of 


opinion that the main purpose or one 
of the main purposes for which any 





264 


transaction or transactions was or 
were effected was the avoidance or 
reduction of liability to excess profits 
tax, they may, if they think fit, direct 
that such adjustments shall be made 
as respects liability to excess profits 
tax as they consider appropriate so as 
to counteract the avoidance or reduc- 
tion of liability to excess profits tax 
which would otherwise be effected by 
the transaction or transactions.” 

The Special Commissioners, before 
whom the matter first came (and from 
whose decision an appeal lies to the 
Courts only on a question of law), re- 
jected the Revenue’s contention. They 
found that the transaction in question 
was a genuine business transaction be- 
tween parties at arm’s length, with no 
collusion of any kind, that the purchase 
price paid for the plant, viz. £60,000, 
was not an excessive figure and that the 
rate for the hire of the plant, viz. £5,000 
a month for 12 months, was also a reas- 


onable figure having regard to the large 
profits to be made in the business and 
the short time such business would con- 
tinue. 


The Appeal 

On appeal to the High Court, Atkin- 
son J. held that there was ample evidence 
to support the finding that the avoidance 
of tax was not a consideration. “I have 
no doubt,” he added, “that, when con- 
sidering the offer and the condition which 
formed part of it, someone would point 
out that it made very little difference to 
them whether they paid their earnings 
away in excess profits tax or paid a great 
part of them to [the purchaser] for 
hire, but that would be merely one of the 
incidents of the transaction; it was not 
one of the actuating causes for it; it was 
not one of the motives.” 

Further on, he says: 

“It must be remembered that a com- 
pany is not bound to trade for the pur- 
pose of earning excess profits tax. A 
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company might very well say to itself: 
‘Now, shall we buy plant or shall we 
hire? If we spend £60,000 on plant, 
all the profit we make except £1,000 
[the standard profit] will go in excess 
profits tax. Why should we spend our 
capital in that way? We will hire plant 
and retain our capital, and use the plant 
for the same purposes as those for which 
we could have used it if we had bought. 
We will make the same profits, and in- 
stead of the profits all going in excess 
profits tax a great part of it will go in 
hire. It makes no difference to us and 
we are left with our capital intact.’ There 
is no reason in the world why a company 
should not say that. A company is not 
bound to trade in a way which will re- 
sult in heavy taxation, if legitimately it 
can trade in a different way.” 


The Judicial Attitude 

The excuse for dealing with this de- 
cision at such length is that in the ab- 
sence of any Canadian decisions on the 
interpretation of the similar provisions 
in our tax legislation the views expressed 
by an eminent British jurist may be use- 
ful, for while Atkinson J.’s views are not 
binding on our Courts, and, moreover, 
the quoted excerpts from his judgment 
are obiter dicta, they afford some basis 
for assessing the line of thought which 
will commend itself to the judicial mind 
practised in the construction of taxing 
enactments. 

One may infer from this decision that 
a transaction is not to be impeached be- 
cause it results in the avoidance or reduc- 
tion of tax unless that result be one of 
the actuating causes or motives for the 
transaction. 


Our Own Sec. 126 
Commencing on January 1, 1949, sec. 
126 of the Income Tax Act, 1948, c. 53, 
comes into force with retroactive effect. 
This provision perpetuates what was 
thought to be the purely war-time life 
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of its predecessors, sec. 32A of the In- 
come War Tax and sec. 15 of the Ex- 
cess Profits Tax Act. Section 126 con- 
tains two important departures from 
these precursors. Under the latter it was 
necessary that “the main purpose” of the 
impugned transaction be the reduction or 
avoidance of taxation. The new enact- 
ment follows the British law as set out 
above by substituting the requirement 
“one of the main purposes”, thus wid- 
ening its application. On the other hand, 
under sec. 126 it is not sufficient that the 
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purpose be merely the avoidance or re- 
duction of taxation; it must be an “i#m- 
proper’ reduction or avoidance, the ap- 
parent effect being to narrow the 
application of the section. Then, in sub- 
sec. (6) of sec. 126 it is declared that 
“an avoidance or reduction of taxes may 
be regarded as improper for the purpose 
of this section although it is not illegal,” 
and this provision will, if anything, 
extend rather than confine the coverage 
of this provision. 





By G. E. F. Smith, F.C.A. 


(Inspiration gained from the writings of 
Messrs. Blackie, Knowlton and Egerton) 


The average man’s righteous anger mounts. 
He views with suspicion the names of ACCOUNTS. 
In doctors and lawyers and plumbers he’ll trust, 


But doubt all directors he feels that he must. 


Now ASSETS he finds has a sinister tone. 


If nothing is wrong why not say WHAT WE OWN? 
LIABILITIES, too, should certainly go, 


It sounds quite evasive — so put WHAT WE OWE. 


DEPRECIATION’S a word that’s easy to spare; 


One can learn from the past and write WEAR AND TEAR. 
When REPLACEMENTS are needed be frank and declare 


You'll cash the RESERVE if there’s any cash there. 


What COST OF SALES stands for no layman can tell. 
Does it mean what it cost to buy or to sell? 


So say it like this — and the whole truth is told — 


WHAT IT COST US TO BUY WHAT WE BOUGHT THAT WE SOLD. 


And PROFIT AND LOSS — it’s surely a crime 
To use both these words at the very same time. 


How can you make money and lose money too? 


No wonder the average man’s in a stew. 


I don’t like to end this poetical book, 


That’s written so STATEMENTS can get that NEW LOOK; 
But before I go on I must know if I can 


Expect a good fee from this average man. 



































The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


We distrust the picture of a fixed asset faithfully wearing itself out for the good 
of the cause and then being suddenly abandoned for some smart young thing with the 
new look and a fresh coat of paint. Now we ask you, are business men really that 
hard-hearted? We doubt it. 

Suppose we look at it this way: Tweedledee buys a new car, puts no repairs on 
it whatsoever, and trades it in as soon as he begins to mistrust its performance. 
Tweedledum, who is the more decent of the two, buys a car as a long-term investment 
and treats it like a king. As the occasion demands he replaces the tires, has it re- 
painted, uses slip-covers, and finally even replaces the motor. In twenty years’ time 
Tweedledum still drives, officially as it were, a car with the original serial number. 
Of course by then it will be substantially a different car from the one he purchased. 
But the terribly important point we want to make is this: the treatment that business 
men accord their fixed assets reminds us more of Tweedledum than of Tweedledee. 

* * * * * 

Sometimes students write that profits may be increased or losses reduced by 
omitting a provision for depreciation. We want to urge upon them that their state- 
ment is not precise. One should be careful to say instead that the failure to provide 
for depreciation increases the figure for profits, or something more to that effect. 
There is a vast difference between “increasing profits” and “increasing the figure for 
profits” and it is the difference between efficiency and manipulation. 

* * * * * 

For the benefit of those who may not have read it, we reproduce below an amus- 
ing anecdote about depreciation related by Professor Paton in the April 1947 issue of 
The Accounting Review. 

A young lady in the accounting department of a certain business was moving 

a bookkeeping machine from one room to another. As she came alongside an 

open stairway she carelessly slipped and let the machine get away from her. 

It went careening down the stairs, with a great racket, and wound up at the 

bottom in some thousands of pieces, completely wrecked. Hearing the crash, 

the office manager came rushing out and he turned rather white when he saw 
what had happened. “Someone tell me quickly,” he yelled, “if that is one 
of our fully-amortized units.” A check of the equipment cards showed that 
the smashed machine was, indeed, one of those which had been written off. 
“Thank heaven for that” said the manager. 
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Students’ Department 


Solution to Last Month's Puzzle 
Let $x = the value of closing inventory at cost 
Then, cost of goods sold = 6,100 — x 
Mark-on factor = retail value of goods sold = 9,000 
cost of goods sold 6,100 - x 
Closing inventory at sales value 
-_ 150 = (i ,000 )x 






6,100 — x 
150(6,100 — x) = 9,000x 
6,100 — x == 60 x 
x = 100 


Closing inventory at cost = $100. 
* ~ * . x“ 


Correspondence 







Vancouver, B.C. 

Sir: As one who wrote the 1947 Intermediate examinations, I have been waiting 
eagerly for the solution to Question 5, Accounting I to appear in The Canadian Char- 
tered Accountant. Now that it has appeared in the July issue I am a little 
disappointed because there was no explanation given for the treatment of the 
realization on the sale of the subscription rights in Y Company Limited. 

When writing this paper I worried for some time as to how I would answer it. 
Eventually I credited the $15,000 to the profit and loss account for the following 
reason: 

Assume that X Company Limited takes up all its rights at $110 each and then 
on the following day sells 2,500 shares on the market, thus leaving it with the same 
holding in Y Company, i.e., 7,500 shares. Presuming that the market value of Y’s 
shares is about $116, would not the entries effecting these transactions be as follows? 
Investment in Y Company Limited ...............c:ccccceeseseeeseseeeees 550,000 
EE bids Whathsnisaiawansitntadondasavecmnianercensieen tga. 550,000 

To record the purchase of 5,000 shares of Y Company 

Limited at $110 per share by exercising 5,000 rights. 

RIN ieictisinasoeccte anita nik pincheaisenteenbicatilihe mptiganiemenctepeges 290,000 

To Investment in Y Company Limited .................. 262,500 
PERE CORE BOGD IIE nc scesecscinsnsisscosescsconssess 27,500 

To record the sale of 2,500 shares of Y Company Limited 

at $116 per share. 

The credit to the investment account has been arrived at as follows: 
SOOO) CARED OE BUO asa cicsicccissdssccenesevstotvassscteneds $ 500,000 
SI SIOE ME UD wissen sees cases sh cv cessesensecsctusnoes 




























10,000 shares at average $105 00.0.2... cece 1,050,000 
Mee - 2500 Ca BOD iiss mccdiidakascness 262,500 






Pee I BE gc sennsscccsecn be temhitddosandons 787,500 
Because I did not think that there would be any doubt in the treatment of 
the above, I considered that the realization on the sale of the rights would be 


handled in the same way, that is, as a credit to profit and loss account. 
B. D. GRAVES 
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Editor's Reply ol 
In our opinion most accountants would hesitate to credit the entire proceeds of ys 
the sale of subscription rights to profit and loss, although some might regard part ( 
of the proceeds as current income. 
As a background for the discussion which follows, we should understand that 
as soon as a subscription right (as represented by a “‘warrant’’) is issued it acquires 
a separate market value, provided of course it presents an opportunity to buy a 
further share at a very favourable price. It then becomes necessary to know whether . 


or not a price quoted on an old share includes this right to subscribe to an additional 
one. As the right may be traded separately, the share which gave rise to it may be 
quoted without the right attached (i.e., “ex right’). As soon as all subscription 
rights are exercised, either by the holders of the original shares or by those to whom 
they have sold the rights, or as soon as the rights lapse, there is no further problem. 
All shares are henceforth without rights. 

The fact of the subscription right does not in itself add anything to the equity 
behind the share to which it is attached. In other words, the surplus of Y Ltd., is 
affected by earnings and not by the issue of subscription rights. The latter event 
merely suggests from the point of view of the shareholder some allocation of the 
original share as between the right and the value of the share presently held. 

On the other hand, while the holder of the original shares does not receive any 
additional equity when he receives his subscription rights, he is nevertheless put on 
notice that he must either take up his rights or see his fractional ownership decreased. 
If he sells his rights he should therefore regard the proceeds as compensation for the 
sacrifice he has made. 

Finney in his third (1946) edition of Intermediate Accounting suggests from the 
point of view of the shareholder a means of determining the maximum portion of 
the proceeds of the sale of subscription rights which may be credited to revenue. 
Its basis is the relative market prices of subscription rights and shares (ex rights) 
and is explained by him at page 399 as follows: 

After the warrants are issued and the stock is selling ex rights, problems 
arise which require an apportionment of the cost of the original stock between 
the stock and the rights; this is done on the basis of the market value of the right 
and the market value of the stock ex rights at the time of the issuance of the rights. 






RU I nick vung sdknslensatnaicoewreesiacouon 
Market values on date of issuance of rights: 

Betis vale Rie haste Aaa neers $30 
Stock ex right 


Apportionment of $100 cost: 
PE UD oii ssi cicieink 20 
ey ey COE ID cis A occ ceceeiss 
Finney then goes on to say that if the holder exercises his right, the value of 
the right merely changes its allegiance. It associates itself with the cost of the new 
share acquired (as now included in stock investment account) instead of with the 
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old share. This however is of no consequence in considering the total cost of both 
new and old shares. Stock investment account is simply debited with the cost 
(here, the issue price) of the new share. 

If, on the other hand, the holder se//s his right, the entry would be 







Dr. i tee ei eh ek as 30 
Ce. Stock investment account ..................cccccssssecee 20 
Cr. Profit on sale of right ........... iaienGaernacaieua 10 






which reduces the balance in stock investment account to $80 in respect of the share 
to which the right had been attached. 

It is apparent that the examination question to which you refer does not con- 
template the type of allocation recommended by Finney since we are told neither 
the cost of the investment in Y Ltd., nor the market value of the stock ex right. 
The only possible apportionment of the cost of the investment in Y Ltd., from the 
information available is to suppose that it consists of an equal number of shares 
and rights with the rights worth $6 each and the shares worth the balance. This 
is the theory of the solution published. 

We do not agree with the suggestion of your last paragraph that there is no 
doubt as to the treatment of “‘profit” on a partial sale of investment holdings. As 
a matter of fact there has been considerable discussion on the problem among ac- 
countants. It may be possible to sell part of the shares held at a unit price above 
that which could be obtained if the entire block were offered for sale at one time. 
Quoted market prices for securities are frequently based on day-to-day trading in 
small lots. The extent to which the offer of a large block of shares may “break” 
the market is not always appreciated, although it must vary of course with market 
conditions. 

In any event, there is a school of accountants which would not recognize any 
profit until the entire cost had been recovered from the sale of the shares. In the 
meantime they would credit the proceeds of partial sales entirely to stock investment 
account. Other accountants again might not take such an extreme position but would 
regard the “‘profit” as a suspense item and refuse to consider the transaction com- 
pleted until it is ascertained that the entire holding will be sold profitably. 

This matter has been of special concern for investment trusts which make it 
their business to invest funds provided by investors in a variety of securities: the assets 
of an investment trust are nearly all investments in other companies. It is generally 
agreed that this situation calls for a careful distinction between income from interest 
and dividends on investment holdings and income representing profit on the sale of 
shares or subscription rights. Any dividends which are declared for the latter 
reason should, it is urged, at least be clearly labelled as to their source. (See the 
recommendations of the Listing Committee of the New York Stock Exchange as 
quoted in Smails “Auditing” bottom page 310, and top page 311). 

« * * * * 


Problems and Solutions 

Solutions presented in this section are prepared by practising members of the 
several provincial Institutes and represent the personal views and opinions of those 
members. They are designed not as models for submission to the examiner but 
rather as such discussion and explanation of the problem as will make its study 
of benefit to the student. Discussion of solutions presented is cordially invited. 
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Problem 1 
INTERMEDIATE EXAMINATION, DECEMBER 1947 
Accounting II, Question 4 (15 marks) 


With respect to the following classes of items, what are the requirements of 
the Dominion Companies Act for disclosure on the annual financial statements: 


(1) Accounts receivable 

(2) Inventories 

(3) Investments (other than investments in subsidiary or affiliated companies) 

(4) Fixed assets 

(5) Capital stock 

(6) Earnings of and dividends received from subsidiaries, where consolidated 
statements are not presented. 


Solution 


(1) Accounts receivable 
Debts owing to the company by its directors, officers or shareholders should be 


shown separately. Other debts owing to the company should be set out in the balance 
sheet, and where estimated loss is not provided for, current accounts should be 
distinguished from non-current accounts. 

(2) Inventories 

Inventories should be shown separately from other classes of assets and the basis 
of valuation, and the manner in which such value has been determined in respect 
of the various subdivisions of inventory, should be stated. 

(3) Investments (other than investments in subsidiary or 
affiliated companies) 

Investments should be shown separately from other classes of assets. The nature 
of the investments should be stated and the market value of marketable securities 
and the book value of other securities shown separately. 

(4) Fixed assets 

Fixed assets should be shown separately from other classes of assets, stating the 
basis of valuation, whether cost or otherwise. 

If these assets are valued on the basis of an appraisal the date of appraisal and 
the name of the appraiser must be shown and if the surplus of the company has 
been increased as a result of the appraisal, the amount by which such assets were 
written up within a period of three years prior to the date of the balance sheet. 
(5) Capital Stock 

The amount of shares of each class issued and outstanding and the amount paid 
thereon. 

The amount of each class of shares issued since the last balance sheet for services 
rendered, commissions, or assets acquired since the date of the last balance sheet. 
If any preferred shares have been issued, a sufficient description of such shares to 
indicate that they are liable to be redeemed. 

The information shown must also set out, where applicable, the amount received 
upon the issue of shares which is (a) attributable to capital and (b) set aside as 
distributable surplus. 

(6) Earnings of and dividends received from subsidiaries where 
consolidated statements are not presented 

The balance sheet must have annexed to it a statement signed by the auditors 
stating how the profits or losses of such subsidiary, or if more than one the aggregate 
profits or losses of such subsidiaries, have been dealt with, and in particular to what 
extent: 

(a) provision has been made for losses of the subsidiary, and 








if 
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(b) such losses have been taken into account in arriving at the profit or loss of 
the holding company. 

It is not necessary, however, to specify the actual amount of the profits or losses 
of any subsidiary or the amount of such profits or losses which have been dealt with 
in any particular manner. 

If the losses, or, if more than one subsidiary, the aggregate of losses less profits 
of all subsidiaries, have not, in the opinion of the auditor of the holding company, 
been fully provided for, the auditor must state the additional amount which is re- 
quired to make full provision; and if the amounts treated as income received from 
the subsidiary or subsidiaries, in the opinion of the auditor exceed the profits of the 
subsidiary or the aggregate of profits less losses of the subsidiaries, the auditor shall 
state his opinion as to the amount of such excess. 


Problem 2 
FINAL EXAMINATION, DECEMBER 1947 
Accounting III, Question 4 (15 marks) 
A Company Limited’s balance sheet as at 3lst December, 1946 appeared as follows: 
Assets 





















Current 
DOO DIED 6.556 55 oe SS ie ere eee we 
TONS TR Ge TINO ao oo ch Si ieee reese ci ee 










SE DEE S24 Sake h CREA Ss rbuew ke eves towwe 
IE as eRe A eae pacers Riise ahaeuwwany 25,000 






$ 68,500 





Fixed Assets 













EE MG sa COe E DAcnmria she esos ON eialeeueee sedewe $ 15,000 
I Ee SEG ol ww Seas eas b wisareacalo ain hee $ 60,000 
Less depreciation reserve ..................4. 20,000 
—_—- 40,000 
Machinery and equipment ............cccccscsccesess $ 60,000 
Less depreciation reserve ..................... 30,000 
30,000 
Office furniture less depreciation ................. 5,000 
——- 90,000 
ee IN ON arse Caner ANNs Ride Hew dae Pedersecnwars 400 






$158,900 





Current 











NEE SIN 555 9 oi a 00 n5 docs RENE Rll SAS cw WEG ep awe we $ 50,000 
IN io inal aces Wk Diet Aig de arad ood Wi ta walk wie git eia's ae RES 25,000 
PP SC PI 5 65.6 506s oo cide ees ep einieis Hace cneieeis 1,250 
er I 55S heed ta ceeweae dic 3,000 
—— $ 79,250 
Funded Debt 
6% bonds, first mortgage, on land and buildings .......... 50,000 
RE IIE 6 Se sin p60 Odie A hi ck OAW SSS aS aR Ncew ewe sews $100,000 
PE aS anc Sana ce Dt ate ke S Bhs 6:35 bos Saws eens 70,350 


29,650 






$158,900 
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On the same date it was decided to liquidate. This process took six months, 
during which time the following transactions took place. 

Accounts receivable realized $32,000. 

Notes receivable collected in full plus interest of $300. 

Inventories realized $25,500. 

Land and buildings brought $53,000 and the plant and machinery $27,000. 

The office furniture was taken by a creditor for $4,000. 

On cancellation of insurance, the company received $300. 

All liabilities were settled in full, together with additional interest on notes and 
bonds $1,000. 

Liquidation expenses were $1,000. 


Required: 


Prepare a realization and liquidation account and trustees’ cash account. 


Solution 
A COMPANY LIMITED 


Realization and Liquidation Account 
for the period 31st December, 1946 to June 30th, 1947. 
Assets to be realized 
Accounts receivable 
Notes receivable 
Inventories 


Buildings 

Machinery and equipment 30,000 

Office furniture 

Insurance $158,400 


Supplementary charges 
Interest on bonds and notes payable 
Expenses 


Liabilities liquidated 
Accounts payable 
Notes payable 
Accrued interest 
First mortgage bonds 129,250 


$289,650 


Liabilities to be liquidated 
Accounts payable 
Notes payable 25,000 
Accrued interest 4,250 
50,000 $129,250 


Supplementary credits 
Interest 
Assets realized 
Accounts receivable 
Notes receivable 10,000 








NN ok 5 5in WG we v.04 6.2 wiers hae SERN eRe ae se Kase eee aces 
ET ee ee eee eee ee eT 
I I os ob) bond oe 8.06 Re aa ede REDE Sa 
ee CI haiti Jas ag bre eda one's eae ee eD 
I SN ia. 5 55s ie 0's 6b. Sie se RSles eee na eee eee cay 
et SOU e/a GN is'e ocd oa SSN OA kouds a6 Ve vaapusdaswee ae 














Trustees’ Cash Account 








1947 

me RR Ee a eihce eis eh ee anette 

June 30 ” Realization of accounts receivable ............... 
” Realization of notes receivable .................. 
” Interest on notes receivable ..............+-.+-- 
* Realisation OF IWVENteries «<i s ences sew ccecees 
” Realization of land and buildings ................ 





” Realization of plant and machinery ............. 
? CRDEERCIOED OF SUIUPORGS: 6 oo oiocsic ie sic cee ccccas 
I IN 55 rere hy sila aids ba bas bedininays ORS 
Poach SEN III 2195's! 855-0 iol o's ae sie sibraie barn ele RAVE SIS 
errr ee eee 
” Accrued interest—mortgage bonds .............. 
OF: DR III ook into o:6 oi S510 ee wide see's 
Ps ET MIE 55.5 6k ONG SANUS DORAN TD REO 7 








re 


Available for Shareholders :— 















FINAL EXAMINATION, DECEMBER 1947 
Accounting Ill, Question 5 (5 marks) 





capital or income nature: 
1. Stock dividends. 
2. Brokerage charges on investments purchased or sold. 
3. Taxes on unproductive real estate. 
4. Interest on loan to pay succession duty. 
5. Losses incurred in carrying on a business. 









income, what is a good rule to follow? 





NN ig Si oc 10G:5 Se daiw'n ola die 45:8 90.9 arg Ree acerarainnsis aaauew eee 
Se IN 8550 5 OGG FAS 55S 6h weed eae dveaaaee wie sees omens 
RN PUI isis diaiks's, 0K waded we bedside vou obs 





eee aD I SU IO 5 ooo se ee ee as Serene ec cee eena 


500 
32,000 
10,000 

300 
25,500 
53,000 
27,000 

300 





$ 70,350 
8,300 


$289,650 








151,800 
8,300 






$ 46,000 
25,000 
1,250 
4,000 
1,000 
50,000 
21,350 


$148,600 $148,600 


$100,000 


78,650 


$ 21,350 


(a) For executorship purposes indicate whether the following items are of a 


(b) If any doubt exists that any item, either receipt or payment, is capital or 
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Solution 


Generally speaking, the items in the absence of special circumstances, should be 
treated as follows:— 


(a) 1. Capital 4. Income 
2. Capital 5. Income 
3. Capital 


(b) A good rule to follow is to treat a receipt as capital and charge payments to 
income. By so doing, the executor frees himself from a possible over-payment of 
income which, in most cases, is paid out prior to a distribution of capital. Where 
serious doubt exists, or where the amount involved is substantial, application should 
be made to a probate judge for a ruling. 


Problem 4 
FINAL ACCOUNTING, DECEMBER 1947 
Accounting III, Question 6 (25 marks) 
The A Company owns 90% of the stock of B Company, and takes up its share 
of the subsidiary’s profits, losses and dividends through its investment account. 
Trial balances of the two companies as at 3lst December, 1946, are as follows: 


Debits 
A B 
Company Company 
SI CMCC EG GtG ohne sess be be Ves babies ae ceS wen vctee as $ 45,500 $ 4,000 
EE IID ch wisin'e g's wb aa Sickie vic sis sie aces vee e kh eacaue 130,000 65,000 
IE Be eR EE CEE TE CLT OC EER ESL EE ET CE ee 35,000 
eco een sive she Se eee ee Ne aes ohne ce Sealees 58,000 50,000 
NB ON 0 nots is ich o's WS o wih le oe Rm a eae wide eae ss 235,000 105,000 
Seen eRe nis to's tk adidas Saas VANS be RU NS eRe wa sees 40,000 
nN RNR IN 5 6 do hive ebb bwia e's dG 6 babe eles coe 60,000 
I TIN ps odes Sane swasneewesdicwede 15,000 
EE Se ea cn cia ashe aspen da Pee swan awnbedwwcede es 5,000 
EIS ort a coc occ strm awe os ths SU wiieua dees bu dass ew 575,000 215,000 
er aie Nath She We SUNS eke ba EN ow SS RNAS ves 170,000 60,000 
ER ei dc cinta nial vats ole kb eae W GR ow seas be eee 4,500 
EE OE Wk sok ao oe ie obs wie BOSN AE Kwie ws du ea a bee duenes 25,000 3,000 
$1,393,000 $ 507,000 
Credits 
EN ocak pik oo eda RGwise wis sees esha ds ca uw akin $ 65,000 $ 40,000 
I Oe ee ae atc ais pests As aie w hk aia 18 Ra Sw eI eel 15,000 
I PIII 5.555 5's. 9's o.0 dw iS aiava wis Od wo 6 4 &'6aibie,s alle bated 90,000 10,000 
ED 5s Skuwetes vac Dee ee haaehe caee aw sche es Cee ee 150,000 50,000 
I at aoe occa suis 6-5. dR ERS ORES adakooud sed 250,000 100,000 
i SE PRUE, 5 nig '.e cs w Os slas ods ee.o se %'s oa bwdare 38,000 22,000 
GATES ee CCS CG Se NS SDS AN casa w be aoe hos ss Gkaw ase ebee 6 800,000 270,000 


$1,393,000 $ 507,000 


The $20,000 difference in the intercompany accounts is due to the following debits 
to B account in the books of Company A: 
8ist Dec., 1946 Sinking fund deposit made for B Company on their guar- 
OE Ss bas ved sna bak OAb5 66 RS Kaba d bade ch eeeeis $ 5,000 
Sale to B Company not received by it until 1947 (Cost 
SERED Gum cnaw cae acaba pe Reh Ruwais Sen eee en eons 15,000 
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Required: 
Prepare consolidated working papers and statements. 
Solution 
Adjustments 
i. Te SOROTE: MAIO TUNG CONOMNE. i.oioi oes voce ieee ovine savances $ 5,000 
2. yi I I ino 6 ee Wak 4 45 oe eehenis auloe sees 15,000 
3. Fe NNT CE OIE aoe 505s. d ake sae scab e Seiad acetates ok 11,000 
Eliminations 
A ee ee eee eee ee ee Oe $90,000 
B en AEN Oh Ge cea eae Sind w wi nlalda Gi gee Raia 4,500 
Cc. ee Gr NE IIE, 95 5. 5s nikki ceo wise wide Koda d nw ehlewewleus 20,000 
D Sn I Oe oho 5 da he GR Sees Aes wine eaned Sega 2,700 
A COMPANY LIMITED 
Consolidated Statement of Profit and Loss 
for year ending 31st December, 1946. 
MMI Geeky 512 isc SS aig Wis Sd Wee OR A OCR O Oe Fea aie OPMENT Mee ee OeTs tee NCame $1,055,000 
ee Mr NR, co cee Shes heen whee dh epee eae bas cuba ee we ederee 779,000 
DI tes Sr hi os Coe dels shit aay oraeat eee nee aw apiieuteeeen tats $ 276,000 
EET ROO. OLE ETC Le TERE eT ee Te 230,000 
ENS c.t0k Gide Wien tok Be ak eet he, Beare eae Gale ws Sb eee Kae a He mlibotwiaieiale $ 46,000 
Add minority interest in subsidiary’s loss ................. cece eee cece 500 
MIRED SUNT EROUNG DOP TONG io ioe bikie dane ced cas cevsencveeeeespeces $ 46,500 
A COMPANY LIMITED 
Consolidated Statements of Earned Surplus 
for year ending 3!st December, 1946. 
aE 00k, RR | NE IN ND as: nivn 6. 3: 6-6 Su wis é ecar wd piale hd Sue dd aha ee eww $38,000 
SD DUMBDINMUOE TUOOUND FOP TG8S ici cas ccc s ceeds baccecivnces tc bgwecabeowe 46,500 
$84,500 
ee etn NN 5a s FARRER, Se Ss OO Ai SS 25,000 
Seeeeres BE GEOR SURE EO TOTS io. 5in. 6 sn piasicca cos antneusnmndme ste ees $59,500 


A COMPANY LIMITED 
Consolidated Balance Sheet as at 31st December, 1946. 


Assets 
Current 
ONO: kick ccinbwecarcees calenees. .4n08t. comiioist. dewey $ 49,500 
EE NI 5 Scand Wales bes Gp nainle x aaa VPeneelinae maw 195,000 
SIE 8. cee CRAs outio Scene eee Swim eae Soa ahs AEE De eS 119,000 
NN 5 Sg. 9 cin Su ictal 5 ata a 16i8 iar s Aicipio ne WARTS Wig k's Gisiy oh ane ESS 
NN rch e5G Givin 8 aenc G16, oe Rm Net BT eC 4 dim santas Ss p eled a da ae $340,000 
a ee a er ee 100,000 
NE” Sit = co oh SUM aos hs Syste Ren daireb ase ved SRS COS 





$363,500 
10,000 


240,000 


40,000 
$653,500 
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Liabilities and Capital 
Current liabilities 


Cee ee ee eee re ee $105,000 
Bonds payable 

EE Sate heh tisk ce b deine. hiewe «owe ewe see $150,000 

Re ae itn Cs eiediewinied wee <9 9.55 ys eeee 50,000 $200,000 

Se EE ON IE os, 5g cic ewes ec use ao00 30500 o 15,000 185,000 
Me a cons c ce skc cso ek shee den dake ssonness 11,400 

i Be 2G wining nies  wiaiw Niwie Bde cece ar 301,400 
Capital and surplus 

SE a ee CRE Tr et tere $250,000 

NN INI 5 Kise s a cine Mb a begin via suede ee sien es 59,500 309,500 
Capital surplus, representing excess of interest acquired in 

Company B over purchase price of Company B shares 42,600 

$653,500 


(See Consolidated Working Papers, pages 277-278) 


Conference to be held by Canadian Tax Foundation 


The Canadian Tax Foundation is holding its second conference at the Chateau 
Laurier, Ottawa, on November 22 and 23. The programme sets out selected questions 
arising under the Federal income tax and succession duty legislation for discussion 
in general sessions and panel groups. 

The Minister of Finance will address the closing dinner meeting as guest of 
honour. Speakers on other parts of the programme will include Norris Darrell, 
partner in the firm of Sullivan & Cromwell of New York City, H. H. Stikeman, 
chairman of the Tax Section, Canadian Bar Association, and A. R. Courtice, assistant 
general manager of the Toronto General Trusts Corporation. 


Internal Auditors Elect Canadian President 


Mr. Arthur J. E. Child, B.Com., has brought honour to Canada and himself by 
his election to the presidency of the Institute of Internal Auditors, Inc. This In- 
stitute has constituent chapters in the United States, the Philippine Islands, Canada, 
and Great Britain. The convention was held in Chicago in September. Mr. Child 
is a graduate of Queens University and is assistant treasurer of Canada Packers 
Limited, Toronto. 
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DOMINION ASSOCIATION OF 
CHARTERED ACCOUNTANTS 


LIST OF AVAILABLE PUBLICATIONS 


The Canadian Chartered Accountant 
(Published Monthly) 
Official organ of The Dominion Association of Chartered Accountants 
$4.00 a year 


Brochures 
Accountants and the Law of Negligence 
Summerfield and Reynolds (1940) 72 pp. ............... 1.00 
Audit Procedure for the Junior Audit Clerk 
SUN SI ON Sis o's co wien tein db Rah tics cee wien 1.00 
Principles of Bookkeeping 
J. R. M. Wilson (February 1944) 21 pp. ................ 25 


Examination Material 
Examination Papers: 


December 1945 Intermediate and Final ..... cated 25 

December 1946 Intermediate and Final ..... boehd 25 

December 1947 Intermediate and Final ....... 5 aipus 25 
Examination Problems and Solutions: 

AN SN NG gig 6 at on Sek Gia sae oie 486) 4S Ske 35 

VOI, WEE POG 50c  n ae oie cae Maree 35 


Accounting and Auditing Research Bulletins 


No. 1 A Statement of Standards of Disclosure in Annual 
Financial Statements of Manufacturing and Mer- 
cantile Companies (available in French or 
PRMD ain-0:0:54-sanibn ah 65 VaAN oN OTEC OCS ae See 10 


No. 2 A Statement of the Minimum Standards of Profes- 
sional Practice Which Should Apply in Respect of 
Prospectuses (available in French or English).... 10 


No. 3 The Accounting Treatment of Income Taxes In Some 
SPGIes CPCUUCARIOOE 5g x5 65a Sos bc ben ve eee 10 


THE DOMINION ASSOCIATION OF CHARTERED 
ACCOUNTANTS 


10 Adelaide Street East - - Toronto 1, Ontario 














Prepare Now for Your Exam... 
Read the books that have helped hundreds of successful candidates, 


C.P.A. REVIEW 


Classified Questions and Answers — Auditing and Theory 
By L. Marder, LL.B., C.P.A. 


CLEAR — CONCISE — AUTHORITATIVE 


Designed for the final review, that period before the examination, when | 
voluminous texts contribute little but worry and confusion, these books 
will teach the CA candidate to answer questions in a style preferred © 
by Examiners—briefly and to the point. 

CPA REVIEW is based on actual questions given on CPA and American 
Institute of Accountants examinations—questions that have been asked 
over and over again during the past thirty years, and that have ap- 
peared on recent examinations. 

These volumes are not intended for the beginner; rather, they are 
written for the advanced student and the CA candidate who has com- 
pleted a course in auditing and theory of accounts. If read immediately 
preceding the examination and subsequent to the final review, they 
will aid the candidate to recall the highlights of his review. 

Since 1937, when some of the author's material appeared in the 
Accountants Digest, countless candidates have found the answers of 
great benefit in preparation for the examination, and many teachers | 
of accounting have used them in their classrooms. 

With the help of these books the CA candidate will learn how to | 
answer questions comprehensively, yet concisely and precisely to the 
point, in a style whereby he may avoid irrelevancy, sweeping asser- 
tions, vague generalities, and straying from the questions. 


1800 Questions with Answers. Cloth bound, 492 pages ..$10.00 
1300 Questions with Answers. Cloth bound, 438 pages ............ 7.50 
500 Questions with Answers. Paper bound .................00000000.. 2.00 
PARTIAL LIST OF BUYERS 

University of Virginia Central Washington College Duke University 

New York University Washington University State College of Washington 

Columbia University Brigham Young University University of Denver 

Georgetown University University of Wisconsin Civil Service Commissions: 
Knoxville College Saint Vincent College Library Federal, State and Municipal 


Ricks College 


WHAT REVIEWERS SAY 


... “One of the shortcomings of a candidate is to make his answers too long. This book is 
designed to illustrate brevity in answers—features which are looked for by the examiner.” 
—The Canadian Chartered Accountant. 

... “The author gives the C.P.A. candidate a concise, apt, and precise review. He wastes 
no words in lengthy descriptions, and yet masterfully covers the required essentials.”—New 
York University Accounting Ledger. 

... “A long felt student need. The answers are short, to the point and cover the subject 
thoroughly. A valuable aid to all C.P.A. candidates.”—College of the City of New York 
Accounting Forum. 


Write for Free Descriptive Circular 


CUNCISE TEXT PRESS church st. Amex, New York 8, Nv. 





















